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While it is true, in a general way, that the principal purpose 
of accounts is to set forth financial transactions and the resultant 
profit or loss, the fulfilment of this purpose by no means exhausts 
the usefulness of the accounts. These may be made to serve a 
number of other purposes, one of which is to provide a measure 
by which may be gauged the financial efficiency with which the 
stated results have been obtained. 

In some instances, where the accounts are simple, the quan- 
tity or value of the production or the sales may in itself afford 
this measure, as for example in a retail store selling one class of 
goods or in a factory where the output is staple in character and 
constant in quantity. In the case of institutional accounts, how- 
ever, this is usually not the case and it is proposed to discuss 
briefly the methods by which the required measure may be 
obtained. 

Before entering on the subject it is well to define the meanings 
assigned in this article to “institutions” and also to describe the 
measure which we are discussing. 

For the present purpose a number of various enterprises are 
grouped as institutions, the principal types of these being (1) 
hotels, (2) hospitals, (3) boarding schools and colleges, (4) 
orphanages, almshouses and other similar institutions. 

While the details of the work performed in these groups vary 
greatly, they all have as a common basis the board, lodging and 
care of their guests, patients, scholars or inmates, as the case may 
be. The accounts and requirements relating to their operations, 
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therefore, all run on similar lines, although the titles of the 
accounts may vary with each group. 

The accounts of hotels and hospitals frequently afford strik- 
ing examples of the difficulty in obtaining an accurate measure, 
owing to the great fluctuations in business. In the case of resort 
hotels the business is more or less dependent on the weather, on 
general financial conditions or public caprice; while many other 
hotels are affected by the seasons to such an extent that the 
business of the heaviest month may be four or five times that of 
the dullest month. In hospitals, too, the variations are likely to 
be considerable, and in this case the fluctuations are even less 
subject to control than in hotels. 

In boarding schools, orphanages and other similar institutions 
the volume of business is generally more regular, although here 
the seasons frequently cause great variations which may be 
increased by some local conditions. 

Let us now consider what is meant by a measure of financial 
efficiency. A measure is a standard unit with which may be 
compared other amounts or quantities of the same character, 
such as a yard, an acre, a pound and a dollar. It is desired to find 
such a unit by which may be measured the economy—the finan- 
cial efficiency—of the management of institutions and from which 
may also be ascertained the standard costs for varying amounts 
of business done. 

The mere comparison of periodic expenditures is obviously 
of little value, for expenditures are seldom coincident with 
expenses. The comparison of expenses is frequently quite as 
unsuitable, as these do not take into account the amount of 
service performed—for, while the expenses of two periods might 
be equal, the number of persons cared for might vary indefinitely. 

Our problem is not to ascertain the amount of money spent 
or the total expenses incurred—these are usually shown on the — 
face of the accounts—but to find a unit by which we may deter- 
mine the economy or efficiency of the management during any 
period compared with that of another period, and to establish 
some more or less permanent standard by which such compari- 
sons may at all times readily be made. 

In the case of institutions the unit of comparison usually 
adopted is the guest-day, the patient-day, the scholar-day, or, 
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generally, the person-day, i. e., the cost of maintaining one person 
for one day. A person maintained for 30 days is equivalent to 
30 persons maintained for one day or 5 persons for 6 days, each 
being 30-person days. 

In most institutions there is maintained a record of the 
number of people cared for each day, which is usually known as 
the “house count” or the “census.” The totals shown on this 
record for any period, if divided by the number of days in that 
period, give the average number of person-days. The period 
selected varies, e.g., in the case of a resort hotel it may be the 
season; in a school it is usually a term; while, in other institu- 
tions operating throughout the year it is usually the calendar 
month—and this period will be used throughout this article. 


It is evident that if the amount of the monthly receipts from 
the guest, patient, etc., be divided by the number of person-days 
for the month, the quotient will be the average receipt per 
person-day; and that if the various expenses be treated in the 
same way the results will show the average of each expense per 
person-day. 

The reduction of all these items to the person-day basis is 
illuminating and adds greatly to the value of any statement of 
earnings and expenses. 


Valuable as this unit is, however, it does not afford the stan- 
dard which we seek, for the reason that an institution is obliged 
to maintain a certain staff regardless of the number of guests. 
This staff is on duty directly the doors are open to the public, 
before any guests or patients are admitted, and includes the 
heads of the various departments and, consequently, the most 
expensive employees. The additions required on the arrival of 
more inmates are chiefly of the lower grades, such as additional 
help in the kitchen, the dining room and the housekeeping 
department. 

In the case of hospitals and schools, the difficulties are 
increased owing to the necessity of maintaining practically a 
complete staff of nurses and instructors, as the special training 
required by them makes it impossible suddenly to increase or 
decrease the number, as can be done in the case of positions which 
do not call for technical training. 
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It must also be remembered that hospitals cannot control the 
number of sick persons and, therefore, are unable to do anything 
in the nature of “bringing custom” or increasing the business 
beyond maintaining a high standard of excellence. Solicitation, 
advertising and other means for attracting business are denied 
them. 

Some institutions, such as hotels and schools, do avail them- 
selves of advertising, but however excellent the management may 
be, the number of guests is frequently affected by influences 
beyond the control of the management to an extent greater than 
applies to general commercial enterprises. 

This condition — the fact that the largest items of operating 
expenses, outside the cost of food, remain unaffected by the 
number of persons cared for—obscures the result and prevents 
the figures per person-day from affording an accurate comparison. 
In the example No. 2, given below, the cost for March was $2.67 
per person-day as against $2.78 in September, the number of 
person-days for the two months being respectively 2,391 and 
1,787. Yet as is also shown below, the management was more 
economical in September than in March. This result shows con- 
clusively that the peculiar conditions rob the person-day figures 
of much of their value for comparative purposes. 

The measure which we seek must, therefore, make allowance 
for these conditions, and this is best done by dividing the operating 
expenses into two classes, representing respectively those which 
are independent of the number of guests or inmates and those 
which are affected solely by those guests. These we will call: 


(a) Constant expenses 
(b) Variable expenses 


This division is quite distinct from and supplementary to the 
usual classification or distribution of expenses and does not 
appear in the books of account, but is applied to the distribution 
of expenses found therein. 

(a) Constant expenses. These include all items of expense 
which are not affected by the number of persons cared for and 
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in practice are usually based upon the payroll and other charges 
necessary to maintain the normal staff. They frequently include 
also such items as rent, insurance, taxes, licences, etc. 


(b) Variable expenses. These include only those items 
which are incurred directly in connection with the services ren- 
dered to the individual guest or patient. 

In general terms it may be said that the constant expenses are 
those which accrue prior to, and are independent of the admission 
of any guests, while the variable expenses are those accruing 
after and depending solely on the admission of guests. As will be 
shown in the following examples, the inclusion of the expenses 
of meals depends upon the particular case under consideration. 

These two classes indicate, in turn, the efficiency of different 
branches of the management, for the constant expenses, which 
consist chiefly of the salaries and maintenance of the staff, 
depend upon and indicate the efficiency of the chief executive 
who creates and selects the staff. The variable expenses, on the 
other hand, consist almost entirely of supplies for which requi- 
sitions are made by the various heads of departments, and these, 
therefore, reflect the efficiency of the staff. 


It is believed that the principles underlying this subdivision 
are very generally overlooked, although their recognition is 
necessary in order to obtain comparisons as to financial efficiency. 


It must, of course, be clearly understood that in a complete 
measure of efficiency there is involved much beyond what may be 
disclosed by accounts; it cannot be stated in dollars and cents. 
Figures can show the cost of the various services rendered, but 
they do not indicate the quality of that service; and we are here 
assuming that the quality is considered as remaining constant 
and that the word efficiency as used throughout is intended to 
refer solely to financial efficiency or economy. 


A few examples will illuminate the entire subject more clearly 
than mere explanation. 
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EXAMPLE No. 1 


The following figures are taken from the annual report of 


a small general hospital : 
Total Constant Variable 
expense expenses expenses 
1. Administration $1,882.55 $1,882.55 
2. Salaries 9,493.29 9,493.29 
3. Care of patients 
(supplies only) 1,402.25 $4,402.25 
4. Housekeeping 
(supplies only) 1,814.34 1,814.34 
5. Provisions : 11,412.15 5,019.98 6,392.17 
divided 43.9%: and 56.01%, see below. 
6. Repairs 723.26 723.26 
7. Laundry— 
divided 1-3 and 2-3 1,357.65 905.10 452.55 
8. Fuel and light 941.60 941.60 
Total $32,027.09 $18,965.78 $13,061.31 


Number of patient-days, 15,539 


Number of meals served: 
Staff and help 41,553 (43.99% ) 
Patients 52,911 (56.01% ) 


Total 94,464 
Total Constant Variable 
Cost per patient-day $2.06 $1.22 $0.84 


The above statement is not given as a model to be followed, 
but because it is simple and contains such information as is 
usually to be found in such annual reports. 

In order to bring our figures to a monthly basis, we divide 
the totals by 12: 


Average constant expenses, $1,580.48 per month 
Average variable expenses, 1,088.44 per month 
Average total expenses, 2,668.92 per month 


Let it be assumed that the annual figures above shown shall 
form the standard basis of comparison for use in succeeding 
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months. We can determine from them the cost of operations for 
any given number of patients as follows:—The monthly constant 
expenses do not change, while the variable expenses of 84 cents 
a day increase by $84.00 for each additional 100 patient-days, 
and the sums of these give the following: 


Patient-days Cost per Cost per 
per month month patient-day 
0 $1580.48 

100 1664.48 $16.64 
200 1748.48 8.74 
300 1832.48 6.10 
400 1916.48 4.79 
500 2000.48 4.00 
600 2084.48 3.47 
700 2168.48 3.09 
800 2252.48 2.81 
900 2336.48 2.59 
1000 2420.48 2.42 
1100 2504.48 2.28 
1200 2588.48 2.16 
1300 2672.48 2.06 
1400 2756.48 1.97 
1500 2840.48 1.89 
1600 2924.48 1.83 


If these results be charted, a diagram may be obtained as in 
chart 1, from which may be ascertained the standard cost for any 
number of patient-days from 1 to 1600. 

This diagram forms our measure, for, in succeeding months, 
the results may be compared with this and the ratio of efficiency 
is the fraction: 

standard cost per person-day 


actual cost per person-day 
Exampt_e No. 2 
This example is given for the purpose of showing that a 


reduction in cost per person-day does not necessarily mean more 
efficient management. 


It is taken from the accounts of a hospital of rather larger 
size than in example No. 1, and the classification of accounts is 
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in conformity with the uniform system of hospital accounts 
prepared by the allied hospitals in New York, and endorsed by 
the American Hospital Association. 


person-day 2.67 1.84 83 2.78 2.05 73 


May. September. 
Con- Vari- Con- Vari- 
Total stant able Total _ stant able 
1. Administration 784.46 784.46 642.92 642.92 
2. Care of patients: 
Salaries 1,123.43 1,123.43 411.02 411.02 
All other expenses 602.71 602.71 360.06 360.06 
3. Laboratory : 
Salaries 50.00 50.00 
All other expenses 7.99 7.99 17.95 17.95 
4. Training school: 
Salaries 15.26 15.26 15.00 15.00 
All other expenses 13.91 13.91 25 25 
5. Housekeeping : 
Salaries 110.00 110.00 
| All other expenses 89.10 89.10 27.04 27.04 
6. Kitchen 
Salaries 242.96 242.96 286.59 286.59 
. All other expenses 14.82 14.82 
7. Laundry: 
Salaries 120.45 120.45 136.00 136.00 { 
All other expenses 63.22 63.22 76.92 76.92 
8. Steward’s department : 
Foods 1,717.07 659.09 1,057.98 1,188.40 567.55 620.85 
| 9. Operating room: 
Salaries 75.00 75.00 
. Other expenses 123.64 123.64 6441 64.41 
10. Isolation ward: 
Salaries 75.00 75.00 
Other expenses 19.00 19.00 
11. House and property: 
Expense 1,344.73 1,344.73 1,338.56 1,338.56 
12. X-ray department: 20.50 20.50 53.70 53.70 
13. Drug room: 
Salaries 65.00 65.00 
Other expenses 55.06 55.06 
| 6,379.43 4,400.38 1,979.05 4,972.70 3,662.64 1,310.06 
Number of person-days 2391 1787 
Average cost per 
| 
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| 
Cost 
per PO EXAMPLE NO:3 | 
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If we divide the constant expenses for these two months by 
100, 200, etc., person-days, and add the variable expenses 
($83.00 and $73.00 per 100 person-days, respectively) we obtain 
the following: 


May costs September costs 
Per Per 
Person-days Total _person-day Total person-day 
0 $4400.00 $3662.00 
100 4483.00 44.83 3735.00 $37.35 
400 4732.00 11.83 3954.00 9.88 
700 4981.00 7.12 4173.00 5.96 
1000 5230.00 5.23 4392.00 4.39 
1300 5479.00 4.21 4611.00 3.55 
1600 5728.00 3.57 4830.00 3.02 
1900 5977.00 3.15 5049.00 2.66 
2200 6226.00 2.83 5268.00 2.39 
2500 6475.00 2.59 5487.00 2.19 
2800 6724.00 2.40 5706.00 2.04 


These figures show conclusively that, although the cost per 
person-day is less in May than in September, the management 
was more economical in the latter month. This apparent contra- 
diction is explained by the fact that, while the constant expenses 
were less in September than in May, the totals of the former 
month were divided by 1,787 person-days instead of 2,391 person- 
days. 

It is believed that the possibility of such a condition is not 
fully and widely recognized by those keeping this class of 
accounts, and its importance is so obvious that it is worthy of 
serious consideration. 

We now take examples from the accounts of two hotels 
conducted, respectively, on the American and European plan. 


ExAmMp Le No. 3 


This example is from the accounts of a first-class hotel con- 
ducted on the American plan. In most such hotels the earnings 
are of two classes, viz.: (1) rooms and board and (2) supple- 
mentary earnings such as baggage, billiards, garage, laundry, 
valet, etc. For the present purposes, all figures in class (2) are 
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T | 
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omitted, and the expenses on which our calculations are based 
are confined to those directly connected with board and rooms. 

The average monthly constant expenses were as follows, the 
other items being omitted: 


Kitchen: 
Salaries and meals $706 
Fuel, etc. 70 $776.00 
Dining room: 
Salaries and meals 435 
Music 300 
Silver and glass 50 785.00 
Housekeeping : 
Salaries and meals 455 
Linen 50 505.00 
Motor-truck : 
Supplies and repairs 100 200.00 
Power 750.00 
Laundry 150.00 
Office : 
Porters and bell-boys: 
Salaries and meals 1426 
Stationery, printing and 
advertising 500 1926.00 
General expenses : 
. Salaries and meals 195 195.00 
Total monthly expenses $5287.00 
) Total daily expenses, 1/30 $176.23 


The payrolls as shown were those in force during a dull 
portion of the year and included staff and help sufficient to care 
for 100 guests, in a house containing about 200 rooms. 

The entire staff was boarded by the hotel and the amount 
shown under salaries include also the cost of meals for the 
employees. 

Experience had shown that for each variation of 20 in the 
number of guests per day there should be added (or deducted) 
wages of bell-boys, maids and waiters aggregating, with meals, 
$149.00 a month, or $4.97 a day, and, in addition, for each 40 


94 


| 

| 

| 

| | 
| 

| 

| 

| 

| 


Measuring Financial Efficiency of Institutions 


guests other extra help would be required in the office and 
kitchen, costing a further sum of $200.00 a month, or $6.67 
a day. 

The books showed that the materials in guests’ meals cost 
$1.00 a day. 

The basis is therefore, 100 guests, costing $176.23 a day, 
plus $100.00 a day for food. For each 20 guest, more or less, 
there must be added or deducted $4.97, and for each 40 guests 
a still further sum of $6.67 a day, a total for each 40 guests of 
4.97 + 497 + 6.67 + 40.00 — 56.61. 

We obtain the following: 


Number of guests Cost per day Cost per person-day 


20 163.01 8.15. 
60 219.62 3.66 
Basis 100 276.23 2.76 | 
140 332.84 2.38 
180 389.45 2.16 
220 446.06 2.03 
260 502.67 1.93 
300 559.28 1.86 
340 615.89 1.81 


EXAMPLE No. 4 


This is taken from the accounts of an hotel conducted on the 
European plan. 

In such cases there should be eliminated from the figures 
all expenses directly connected with the dining room or café, as 
the results of operating that department are shown separately. 

Certain members of the staff receive their board in addition 
to salaries, and the cost of this must be determined separately. 

Included in these figures are insurance, taxes, interest and 
licences, which are shown in one group as being beyond the 
control of the management. In some instances it may be advis- 
able to work out two sets of person-day figures, one including 
and the other omitting these figures. 

The amounts shown are one-twelfth of the actual figures for 
the preceding year, and all items not belonging to the class of 
constant expenses are omitted. 
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Salaries: 
Front office $1125.00 
Housekeeping 856.50 
Bellman 428.00 
Engineer, etc. 185.25 $2594.75 
Meals: 
Front office 90.00 
Housekeeping 120.00 $210.00 
Expenses : 
Light, heat, fuel 227.50 
Linen, estimated 25.00 
Supplies 150.00 
Laundry 75.00 
Advertising, printing and 
stationery 375.00 
Orchestra 100.00 
Repairs 50.00 
Miscellaneous 200.00 $1202.50 
Fixed charges: 
Insurance 162.50 
Interest on bonds 600.00 
Taxes 530.00 
Licences 12.00 $1304.50 
Total monthly expense 5311.75 
Total daily expense (1/30) 177.06 
Average number 
of person-days per month Cost per person-day 
40 $4.42 
80 2.21 
120 1.48 
160 1.10 
200 88 


For the sake of simplicity, few figures are shown in the hori- 
zontal scales, but the cost for any intermediate number of person- 
days is, of course, determined with equal accuracy if appro- 
priately ruled sectional paper be used. Attention is called to the 
rapidity with which the daily costs increase when the occupancy 
falls much below the normal figure. 
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It is believed that the above four examples are sufficient to 
illustrate clearly the principles which are under discussion. In 
practice, certain refinements and complications sometimes arise, 
as, for example, in an hotel where the American and European 
plans are both in force, and in a hospital where there are 
several classes of patients. These, however, are dealt with 
through the regular accounts and need not be discussed here. 
Not infrequently there is difficulty in ascertaining the actual 
cost of meals served, but the method of determining them is a 
question outside the scope of the present article. 
Having outlined the method of preparing a curve showing 
the standard cost at varying numbers of person-days, the ques- 
tion arises as to the source from which the figures shall be 
taken—the foundation on which the standard is to be based. 
There are two main sources: first, such figures as are found | 
in an annual report; second, estimated figures compiled by the 
management and showing what, in the opinion of that manage- | 
ment, ought to be maintained. | 
| 
| 


| It is frequently useful to work out both curves, as the first 
affords a comparison with what has actually been accomplished, 
while the second renders possible a comparison of the results 
obtained by a manager with that manager’s estimate of what 
should be done. 

In addition to providing a standard of measurement, these 
curves serve other purposes. First of all, they show the number 
, of guests required to meet current expenses—that is, the number 
required to bring the daily expense to an equality with the 
average daily receipt per guest. Again, they show the number 
of person-days required to pay expenses. Knowing from the 
curve the cost per person-day and knowing also the average 
receipt per person-day, the profit or loss for any given day may 
readily be approximately determined. They also afford a source 
from which daily estimates may be prepared—a source decidedly 
more trustworthy than any based upon daily issues and daily 
receipts. 

Another use is in connection with proposed increases in accom- 
modations. In such cases close estimates can be made of the 
additional expenses which will be incurred and these added to 
the proved expenses of the present building form the basis for 
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a new curve showing the costs per person-day under the new 
conditions. 

The basis of comparison afforded by these curves is trust- 
worthy when applied to the work of any one institution at 
different periods, provided the quality of the service remains 
constant. In comparing curves prepared for different institu- 
tions, however, the character and amount of service rendered 
and various local conditions must be considered. For example, 
in a first-class resort hotel where the average earnings per person- 
day may be $9.00 or $10.00, the costs per person-day are natur- 
ally higher than those in a hotel whose earnings average only 
half those amounts, and this increase in costs does not imply any 
lack of efficiency or economy. 

While the examples used are taken from hotel and hospital 
practice, the principles are identical and the methods similar to 
those applicable to boarding schools, orphanages, almshouses and 
other like institutions. 

The value of the curves depends largely upon the accuracy 
of the data upon which they are founded, and this emphasizes 
the necessity for accurate bookkeeping, and especially the inclu- 
sion in each month or other period of all the expenses accruing 
therein. 


It is undoubtedly true that under any given conditions the 
cost of feeding, etc., is less per person-day if the number approach 
the maximum normal capacity than if only a small part of that 
capacity is utilized, and this fact leads some managers and super- 
intendents to deprecate the value of person-day figures as a 
basis of comparison. This condition applies more to food-costs 
than to any other items and is not sufficient seriously to impair 
the values of the curves. Moreover, if these curves are based on 
the average occupancy, the fluctuations above and below that 
average tend to correct any errors. 

A full answer to all the questions which may arise in this 
connection is impossible in a magazine article which has already 
exceeded the space originally allotted to it, but sufficient has been 
said to show that a measure of financial efficiency can be obtained 
and, it is hoped, sufficient also to lead others to take part in a 
discussion of the entire question. 
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Reserves 
By J. D. Cowan 


Generally the term “reserve” is used to indicate something of 
value set aside for future use. In accounting the term is perhaps 
used more often to indicate the credit set up in the books as a 
measure of the assets set aside and as a guard against their use 
for other than certain specified purposes than to indicate the 
actual assets set aside. In fact, assets which are reserved are not 
always set aside, but are often allowed to remain included in the 
general assets of the company, in which case the credit account 
established to measure the assets reserved and guard against their 
misuse is the only record of the reserve which appears in the 
books. In these comments the term “reserve” is used with refer- 
ence to this credit account rather than with reference to the 
reserve assets themselves. 

There are two kinds of factors which are constantly working 
to injure or destroy the invested capital of a business. The first 
kind operates indirectly through liabilities incurred for material 
received, services rendered or other value received. Such factors 
are interest, rent, wages, etc. The capital assets are jeopardized 
by these factors, since in the ultimate they are responsible for the 
payment of the liabilities incurred. The second kind operates 
directly by dissipating the assets or destroying their usefulness. 
Such factors are wear and tear, decay, accidents, obsolescence, etc. 

The liability or loss resulting from these factors must be met 
either at once or in the future. If the loss must be met at once, 
the liability therefor is set up in the books without question. If 
the loss must be met in the future a liability for the present 
proportion of that loss, or, in other words, a reserve, should be 
set up and gradually increased so that at the time the loss must 
be met the reserve will be sufficient to offset it. 

The purpose of creating the reserve is to safeguard the capital 
assets by insuring, as far as possible, that sufficient surplus assets 
be retained to offset, at the time incurred, all damage to or loss 
of capital assets. A secondary purpose is to include in current 
expenses the proportion of future losses which is chargeable 
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against current earnings. The reserve tends to insure the reten- 
tion of assets in that it reduces the amount of surplus profits 
from which dividends may be paid. Current expenses are made 
to include the present proportion of estimated future losses by the 
operation of the reserve, since it is created by charging current 
maintenance and crediting the reserve with the present proportion 
of such future losses. 

The manner of determining the amounts that should be set 
aside from current earnings to provide against future losses due 
to values already received differs from the manner of determining 
the amounts that should be set aside to provide against future 
losses due to direct dissipation or impairment of assets. 

In the first case the losses accrue from day to day and from 
month to month in accordance with the value received and not 
paid for. For these losses a reserve should be provided equal to 
the value received. For instance, if a company borrows $100,000, 
payable one year after date with interest at 6 per cent., it will 
have received at the end of the first month the use of $100,000 
for one month. The value of that use is one-twelfth of the value 
of the use for one year or is equal to $500.00. Therefore, at 
the end of the month, this company should debit expense and 
credit accrued interest not due, a reserve account, with $500.00, 
in order to insure or tend to insure the retention of that amount 
of assets until the payment is due and to state correctly the 
month’s expenses. Amounts payable for value received are 
usually the subject of some previous agreement or understanding, 
and so the proportions chargeable to certain periods prior to the 
due date are capable of more or less exact determination. 

Losses due to direct dissipation or impairment of assets may 
be realized gradually or suddenly. Factors which result in a 
gradual loss of assets are wear and tear, decay, etc. Factors 
which result in an immediate loss of assets are accident, inade- 
quacy, storm, public requirement, etc. Obsolescence may act 
suddenly, following some new invention which necessitates the 
immediate discarding of units of plant, or it may act gradually 
until the advantages derived from the new invention are sufficient 
to warrant the discarding of the obsolete units. So we may say 
that losses due to wear and tear do accrue; those due to accident, 
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storm, inadequacy and public requirement do not accrue; and 
those due to obsolescence may or may not accrue. 

The problem of determining the amount of reserve which 
should be set up to take care of these losses is a rather difficult 
one. There are two main theories as to the proper method of 
determination : 

lst. The reserve should equal at all times the actual deteri- 
oration or accrued depreciation in the assets ; 

2nd. The reserve should equal at all times that portion of the 
first cost of the assets (less probable salvage at time of retire- 
ment) represented by the ratio of the past life in service to the 
total probable life in service. 

We must bear in mind the fact that a reserve is set up in 
order to safeguard the capital investment. If we employ the first 
theory as the basis of “set-up” we do not provide against factors 
which result in an immediate total loss—we only provide against 
factors which result in a gradual loss. Under these conditions 
losses due to accidents, storms or other factors, which act sud- 
denly, might impair the capital or even necessitate the appoint- 
ment of a receiver. This method is therefore not safe from a 
financial point of view. It is also impracticable. The expense 
of securing careful estimates of accrued depreciation from com- 
petent engineers as frequently as would be necessary to keep the 
reserve at a proper figure would be prohibitive. 

A reserve set up in accordance with the second theory would 
provide against the factors which result in a gradual loss and 
those that result in an immediate total loss. It would be created 
by equal charges against earnings at equal intervals, during the 
life of units of plant, of such amounts that at the end of the 
useful life of those units the reserve would equal the first cost 
less salvage. In order to accomplish this result it is necessary 
to know the length of life of the units now in service. The actual 
life is not known, of course, but it can be approximated in the 
light of past experience. From data regarding the length of life 
of a large number of units of a certain class an average life can 
be determined which will represent fairly closely the average life 
in the future of that class of units. 

The second theory, then, possesses at least two distinct advan- 
tages over the first. 
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(1) Its acceptance as the basis of the “set-up” results in the 
cost of the physical assets being spread evenly over the useful life 
of those assets. This seems more reasonable than to charge the 
whole or a major portion of their cost against the earnings of the 
year in which they go out of service and cease to earn revenue, 
as would be done in many cases under the first theory. 

(2) The reserve resulting therefrom would be adequate to 
offset all losses sustained through the destruction or retirement 
of plant from any cause, to the extent that such losses could be 
intelligently forecast without impairment of the capital assets. 

These two advantages of the second theory make it, in my 
opinion, a more correct theory—certainly a safer one to adopt as 
a basis of “set-up” for the reserve. 

The revenues received during the year in which plant is 
destroyed by fire or storm are not increased by that loss. They 
have no more connection with the loss than the revenues of other 
years. The loss, however, must be made up from revenue. Is 
it not more correct to take an equal amount from the revenue 
of all the years during which the plant was in service than to 
take the whole amount of the loss from the revenues of the year 
in which the loss occurred? Such losses are as apt to occur in 
one year as in another, and so each year should contribute toward 
a reserve from which to meet them. 

By using the average life of plant units, determined from past 
experience, as the basis for setting up the reserve, the probability 
of losses due to all factors which operated in the past is taken 
into account and the expenses are made to include the proper 
proportion of those probable future losses. This method is the 
insurance method. By means of it the investor’s capital is insured 
(assuming sufficient earnings) against all losses which occur in 
accordance with past experience. If insurance were taken out 
against all of these contingencies with independent insurance 
companies, a certain sum would be paid annually to the insurance 
companies and included in the expense accounts of the operating 
company and the insurance companies would accumulate the 
reserve from which to meet the losses. In case the operating 
company assumes its own risks and provides reserves to meet 
the losses, should not the accounting procedure be the same? 
That is, should not expenses be charged annually with an amount 
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equal to the average annual loss (corresponding with the annual 
insurance premium which would be paid in the former case) and 
the reserve account be credited with the same amount, in 
accordance with the second theory of setting up depreciation 
reserves previously stated? 

Reserves set up in this manner should be carefully checked 
periodically and, if wide discrepancies are found to exist between 
the amounts actually charged and the amounts which in deter- 
mining the set-up it had been assumed would be charged against 
the reserves, changes should be made in the rate of set-up to 
prevent the error from being introduced into the reserve. This 
is necessary since the rate of set-up is based on past experience 
as to length of life and amount of salvage at the time of retire- 
ment, and the actual future experience may differ considerably 
therefrom. Each class of physical assets should be separately 
considered over a period if possible equal to or in excess of the 
average life of that class of assets, and all factors which might 
affect their life should be taken into account whether or not they 
had been operative during that period. For the purpose of such 
a check the books should be kept so that the cost of each class of 
physical assets and the annual charges against and the balance 
in the reserve for each class could at any time be readily 
ascertained. 

In the case of public service corporations the point is some- 
times made that the public should only pay for plant and improve- 
ments of which it receives the benefit. For instance, if a tele- 
phone company is ordered to put its wires under ground, the cost 
of aerial plant which is rendered worthless, it is claimed, should 
be carried as a deferred charge and amortized over subsequent 
years. This is not a safe practice for a company to follow, how- 
ever, as there is no guarantee that future earnings will be 
sufficient to amortize such loss. Public utilities do not have the 
power of taxation. They can only take what the public is willing 
to pay for the service rendered. There is no safety for the 
investor in the supposition that the public will be willing to make 
good a loss after it has been realized. If surplus assets were not 
available for substitution at the time of retirement of capital 
assets a deficit would be created by such retirement. In this way 
the investors’ security would be reduced and the credit of the 
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company impaired. Public utilities should not only be allowed 
but should be obliged to provide in advance for all probable losses 
which might injure the capital in order that the investors (who 
are a part of the general public) may be protected as far as 
possible. As brought out subsequently, it may not be advisable 
for a public utility to charge any expenses, resulting from opera- 
tion, against surplus or reserves created from surplus; but a 
sufficient amount of surplus should nevertheless be withheld from 
distribution among the stockholders to protect the capital invested, 
although no charges are made directly against it. 

Some public utilities not only provide against future capital 
losses by the establishment of a depreciation reserve, but by 
increasing the reserve to cover future extraordinary repairs 
necessitated by storms, floods, fire or other casualties also provide 
to some extent for future capital requirements and for future 
operating expenses. The abandonment of plant involved in such 
extraordinary repairs, so far as it can be foretold, is covered by 
an ordinary depreciation reserve based on the average life of 
plant units. Obviously no increase in the reserve should be made 
to cover such abandonments. Construction of permanent plant, 
involved in extraordinary repairs, should be charged to construc- 
tion. It is new plant and should be accounted for as such. The 
fact that new permanent construction work in connection with 
extraordinary repairs is done under difficult or rush conditions 
so that the cost is not comparable with the cost of similar plant 
constructed under average conditions is not a satisfactory reason 
for not capitalizing the whole cost. The fixed capital accounts 
should be charged with the cost of the plant constructed for 
service regardless of the conditions under which it is constructed. 
Conditions and prices change from year to year and from day to 
day, but it is incorrect to charge fixed capital merely with the cost 
under ideal or average conditions. The fixed capital accounts 
should show the actual investment of the company’s funds in 
plant and other permanent assets on hand and in service which 
was made under the conditions prevailing at the time of invest- 
ment. The practice of charging current expenses with sufficient 
amounts to build up a reserve to cover the extraordinary portion 
of the cost of new plant in addition to the cost of the destroyed 
plant necessitates that current expenses be made to include a 
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portion of future capital expenditures and, therefore, results in 
a misstatement of both current expenses and fixed capital. 

Unusually large items of expense incurred in connection with 
extraordinary repairs (such as the cost of temporarily restoring 
telephone service after a storm) are sometimes provided for in 
the set-up of the depreciation reserve. These items, although 
unusually large, are nevertheless chargeable against the period 
in which they are incurred. They are voluntarily incurred by the 
company in order to restore service promptly and so forestall 
criticism and stop loss due to plant out of service. The benefits 
from the expenditure are received at the time the expenditure is 
made, and so expense should be charged at that time. It is 
incorrect in determining net revenue to make deductions for the 
purpose of providing a reserve for losses or expenses of extraor- 
dinary character, which may be experienced in the future but do 
not affect the current gross revenue nor the plant now in service. 
Reserves should not be created from current revenue for future 
loss of profits or unusual expenses (other than future loss or 
damage to present assets) due to storms, strikes (e. g., employ- 
ment of guards and strikebreakers), war (e.g., wages paid 
employees while in military service) or other calamity. The 
present net revenue is not affected by such contingencies. Gener- 
ally speaking they should be cared for from the current revenue 
of the period in which they are incurred. This can be done with- 
out interfering with comparisons of ordinary operating expenses 
of various periods by the charging of such unusual expenses to a 
separate account. 

Under certain conditions such expenses may properly be 
charged against surplus (or reserves created from surplus) or 
equally against the revenues of several successive years, com- 
mencing with the year in which incurred. 

Public utilities should not charge such expenses against sur- 
plus (or reserves created from surplus) for the reason that the 
rates which a utility is permitted to charge are to a large extent 
based on operating costs. If such expenses were charged against 
surplus (or reserves created from surplus) they might be dis- 
regarded in a rate investigation, although they could properly be 
treated as a part of operating costs. Reserves for such expenses 
could not properly be created from the operating revenues of 
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previous years since the previous years’ operations are in no way 
associated with such expenses. If subsequent years will receive 
benefit as a result of such expenses so that a portion might be 
considered as prepaid or deferred expense, it would be proper to 
spread the charge over several years commencing with the year 
in which incurred ; otherwise the whole charge should be included 
in the operating expenses of the year in which incurred. Other 
classes of industries not subject to public regulation are not under 
the same obligation to make operating expenses all inclusive and 
so could properly create a reserve from surplus for such unusual 
expenses and charge them, when realized, against the reserve. 


It seems to be a fair principle to follow that all charges to 

current expenses should represent expenses currently incurred or 
should be associated with some benefit currently received. It is ’ 
proper to make charges to current expenses in order to provide 
| against contingencies so far as they will probably result in future 
loss of property now in use, since benefits from property now in 
use are being received currently. Other contingencies, not asso- 
ciated with benefits currently received, should be provided against 
by withholding a certain amount of profits from distribution 
among the stockholders of the company either by setting up that { 
amount as a separate reserve account or by allowing that amount 

to remain in reserve in the surplus account. 

A sound financial policy requires that all future losses be dis- 
counted. In order to do this without misstating current net 
revenues, reserves for future losses, which are in some way 
associated with current revenue, should be created from current 
revenue, and reserves for future losses, which are in no way 
associated with current revenue, should be created from surplus. 
As previously stated, in the case of public utilities it would prob- 
ably be inadvisable to charge any expenses or losses associated 
with operations against reserves created from surplus or directly | 
against surplus. Such a reserve should be maintained, however 
q (either as a separate reserve account or as an undistributed 
balance in the surplus account), even if no charges be made 


. against it, as it would as far as it is possible insure the retention f 
) of surplus assets with which to offset future losses for which no 
other provision has been made. \ 
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Depreciation and Depreciation Reserves 
By OraF A. MANN 


Depreciation is the loss of value in physical property, tangible 
or intangible in form, resulting from the action of physical or 
non-physical agencies. It may be defined as including physical, 
economic and compulsory depreciation. 

Under the requirements of regulating commissions, electric 
railways may provide for depreciation by the establishment of 
two reserves designated “reserve for accrued depreciation” and 
“reserve for contingent depreciation,” subdivided as follows: 


Reserve for accrued depreciation 
1. Depreciation caused by the normal action of physical 
agencies 
The loss in value resulting from the continued action 
of physical agencies upon physical property. 


Reserve for contingent depreciation 
1. Obsolescence—economic depreciation 
The loss in value resulting from the substitution of 
physical property in serviceable condition by types offering 
advantages in economy, safety or service. 
2. Inadequacy—economic depreciation 
The loss in value resulting from the substitution of 
physical property in serviceable condition by types offering 
advantages in production, capacity or facility. 
3. Public requirements—compulsory depreciation 
The loss in value resulting from the substitution of 
physical property in serviceable condition by types installed 
by order of authorized authorities on behalf of the public. 
4. Extraordinary damage by physical agencies 
The loss in value resulting from extraordinary damage 
to physical property by storm, flood, fire or wilful 
destruction. 
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ADVANTAGE OF DISTINGUISHING BETWEEN ACCRUED AND 
CONTINGENT DEPRECIATION 


There is a distinct advantage in distinguishing between accrued 
and contingent depreciation. Accrued depreciation is a real cur- 
rent cost of operating, and income statements ignoring or inade- 
quately providing for such cost are false and misleading. Like- 
wise, balance sheets of utilities neglecting to provide for depre- 
ciation do not reflect the true financial status of the business, as 
unrealized accrued depreciation must be deducted from physical 
property before the true net worth can be obtained. 

The establishing of a reserve for contingent depreciation is 
a means whereby certain anticipated loss in physical property 
value may be provided for by charges to expense distributed over 
a period of years, thereby relieving the possibility of financial 
crisis when such anticipated losses are realized. Such provision 
is essentially a “safety first” measure. For the purpose of special 
reports, considering it as part of surplus would be justifiable. 

It is interesting to note that the United States treasury 
department will not allow deductions for contingent depreciation 
to be treated as expense in computing the federal income tax. 

While premature replacements have in the past placed a heavy 
burden on the street railway industry, the matter of providing for 
them is for the utility to decide, as no rulings have been made 
that make such provision obligatory. 


EFFICIENCY OF DEPRECIATION RESERVES 


The real purpose of depreciation reserves is to keep capital 
unimpaired, and, by so doing, bondholders, stockholders and 
public are protected from the misappropriation of earnings. 

The integrity of the investment of the bondholder is main- 
tained by an appropriation of earnings distributed over the pro- 
ductive life of the physical property sufficient to provide reserves, 
to which the book value of plant retired must be charged. He 
thus has the value of his equity protected even though the life 
of the bonds should exceed that of the property upon which the 
mortgage originally applied. In addition, the reinvestment of 
the unexpended reserve balances in physical property (or other 
assets of tangible value) usually yielding a return cannot but 
assure him of the security of his position. 
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The stockholder has the investment value of his holdings 
enhanced through the knowledge that such dividends as may be 
paid are not the result of impairment of capital and through the 
fact that the return on the reinvestment of the reserve balance 
is conducive to increased dividends, providing such return is not 
in excess of that allowed by a regulating commission. 

The public is assured through the knowledge that the manage- 
ment is conservative and that provision has been made for all 
operating costs in computing current rates. It has also been 
held that a return shall not be allowed on property built out of 
reserve funds on the theory that such property being contributed 
by the public, the public is entitled to the return through decreased 
rates. Such benefit, however, would only accrue if the rate 
established by applying the total return to the valuation on which 
the investors may earn was in excess of the amount allowed by 
the regulating commission. 


DEPRECIATION CHARGES Must Be MET 


The necessity of providing for adequate depreciation reserves 
is recognized by utility regulating commissions and utilities in 
general, but the definition of what constitutes an adequate depre- 
ciation reserve is still a subject of controversy. At present the 
reserves created often depend on the financial condition or 
policy of individual companies and have no relation to facts. 
An indication of this was obtained within the last few years 
when the amusing spectacle was witnessed of two of our largest 
street railway systems, just emerging from a_ receivership 
necessitated by failure to provide for depreciation (chiefly obso- 
lescence), carrying to the judicial courts the validity of the 
regulating commission’s order compelling the establishment of 
an adequate depreciation reserve. 

The epidemic of utility receiverships in the last ten years was 
chiefly the result of over-capitalization due to failure to provide 
for depreciation. Many utilities look upon adequate depreciation 
reserves as a luxury only to be indulged in after everything else 
has been provided for, including dividends. Yet the periodical 
appropriation of earnings sufficient to provide for the establish- 
ment of a substantial depreciation reserve is simply distributing 
accruing plant costs to the operating account of the utility. If such 
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costs are not provided for as they accrue, it means either that the 
utility is confident that it can provide for the loss when realized 
or is trusting for better days to make up for the lack of ability 
to meet such charges. In the first case, irrespective of the breach 
of economic and accounting principles involved, the procedure is 
dangerous inasmuch as there is no guarantee of continued 
increase in earning power, while in the second case it is better 
to have the facts reflected both on the income statement and 
balance sheet than to bury in a maze of false figures the truth 
regarding the financial status of the utility. 


Utilities at the present time find it a difficult problem to 
establish adequate depreciation reserves, as it results in carrying 
a double burden necessitated by the fact that depreciation 
accounting has only been established on the present basis about 
six years. Consequently, the estimated accrued depreciation on 
physical property at that time is unprovided for and has to be 
accounted for by charges to surplus or expense. For example, 
in cases where the plant is retired before the estimated period 
of usefulness, the estimated accrued depreciation up to the peried 
of the establishment of the reserve is charged surplus, the amount 
of accrued depreciation credited the reserve is charged and the 
net difference between the original cost, less salvage, and the 
estimated accrued depreciation charged expense. This results in 
heavy charges to both surplus and expense at the same time 
that provision is being made for the estimated accrued deprecia- 
tion. 

It can be readily seen that for the present a heavy load has 
been placed on utilities which will be severely felt until the major 
part of the physical property installed prior to the establishment 
of reserves is retired. 


At first glance it seems unreasonable to shoulder present 
security holders with the errors of commission and omission of 
the past, but in no other way can utilities be placed on a sound 
financial basis within a reasonable period. The fact that utility 
management has been allowed to run wild is no justification for 
the continuance of such a performance at the ultimate expense 
of both investors and public. Utilities neglecting to provide for 
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depreciation of physical property must have recourse to one of 
the following unsatisfactory procedures in replacing plant 
retired. 

The utility may, if its earnings are adequate, charge the cost 
of plant retired direct to the expense accounts as they occur. 
This results in a decrease in the net earnings applicable for 
dividends which, if insufficient to meet the usual requirements, 
are either reduced or maintained by an appropriation from the 
accumulated surplus. This procedure assumes a continuance of 
prosperity and burdens one operating period with operating 
costs accumulated during preceding operating periods. 

If the amount of the accumulated surplus is sufficient, a 
depreciation reserve can be created against which the cost of 
plant retired may be charged. Such a reserve, once established, 
should be kept alive by subsequent appropriations through charges 
to expense. 

In general, utilities which have neglected providing for 
depreciation are not in a position to adopt the methods mentioned. 
Such negligence is often not due to lack of foresight, but is the 
result of a definite financial policy. However, when the replace- 
ments must be made to preserve the earning power of the utility 
and corporate funds are not available, money has to be obtained 
either through notes or by the issuance of stocks and, not infre- 
quently, bonds. This results in an impairment of capital which 
has frequently been concealed by capitalizing replacement charges, 
endangering the financial stability of the utility and often ending 
in receivership. 

Stockholders have been known to donate a proportion of 
their stock in order to provide funds to cover the cost of plant 
retired. This is often simply a method of reimbursing the utility 
for unearned dividends previously disbursed. Such generosity, 
however, cannot be depended upon, as frequently the recipients 
of the unearned dividends have seen the handwriting on the wall 
and disposed of their holdings. 


GENEROUS AND INADEQUATE RESERVES 


Accrued depreciation is the only factor that can be reason- 
ably measured, it being admitted that the provisions for contingent 
depreciation have to be made on an estimate based on past history 
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and probable requirements. In computing rates of depreciation, 
however, care should be taken that the allowances are not either 
inadequate or excessive to avoid injustice to all those interested 
in the utility’s welfare. 

Inadequate reserves are liable to result in a permanent 
disadvantage to bondholders and public and, while the stock- 
holder receives a temporary advantage through increased divi- 
dends, the permanent investment value of his holdings is endan- 
gered. Even if the dividend rate remained constant and, 
unhindered by regulation, the utility accumulated a large surplus, 
the fact that such surplus was free to be disbursed or reinvested 
as the directors saw fit would not give the stockholder the same 
feeling of security as would result from the establishing of a 
reserve theoretically pledged to prevent the impairment of capital. 

Where the stockholders’ return is limited, generous charges 
for depreciation ultimately work to their advantage. The rate 
of return allowed by the regulating commission is applied to the 
valuation of property on which the investor may earn and the 
result compared with the current net earnings. The current net 
earnings being reduced by the inclusion of depreciation as a 
primary expense, the comparison might result in showing a 
deficit in fair return. A diminished depreciation charge might 
reverse this result and indicate that a more adequate return was 
earned than was thought reasonable. The increased amount 
accumulated through making generous charges for depreciation 
remains in the depreciation reserve and is a: permanent gain to 
the stockholders, to be realized at the time of final liquidation. 
Besides this deferred advantage, generous depreciation charges 
have the more immediate effect of maintaining rates and pro- 
viding against future contingencies. On the other hand, the 
gain to the public may also be discerned; for, whereas the total 
amount invested in the plant includes the reserve balance, the 
capital on which a fair return is allowed is restricted to the 
plant investment, less the reserve balance. The net effect of this 
is to preclude the stockholder from earning a return on the 
reserve balance which he has invested in the business. A benefit, 
therefore, accrues to the public from the fact that it is not 
required to pay any direct return on these reserve funds invested 
in service-producing plant facilities. 
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Where the return is not limited, over-generous charges for 
depreciation are a diversion of earnings, which the stockholder 
is entitled to receive, to a more or less permanent investment in 
reserves. 


CONCLUSION 


There should be no need to prove that the distribution of 
depreciation over the life of the physical property is necessary 
for the proper conduct of the utility business. It is one of the 
first principles of accounting to distribute as near as possible 
to each accounting period the economic costs incurred in pro- 
ducing revenue. Since depreciation is part of such cost, its 
exclusion results in a false conception of net earnings and 
places the burden of the entire depreciation charge in subsequent 
operating periods where only a very small proportion might be 
applicable. Inability to meet this charge through lack of surplus 
or inadequate earnings necessitates additional capital (usually 
interest-bearing), which being used for depreciation purposes 
is reflected by a decline in worth. The additional cost of carry- 
ing this interest-bearing, non-revenue-producing capital usually 
results in the extinguishing of dividends and the jeopardizing of 
interest payments on mortgages. It is difficult to procure capital 
for the replacement of a depreciated plant, as the financial pros- 
pects offer no encouragement to conservative investors. If such 
be the case, a reorganization is necessitated, resulting in an 
adjustment of the company’s affairs to the detriment of the 
stockholders and, in some cases, bondholders. This has been 
demonstrated time and again and precludes any argument that 
depreciation reserves are good theory but poor practice. 
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Foreign Real Estate Holdings of a 
Missionary Society* 
By FLorence Hooper, C.P.A. 


The type of accounting with which my seven years’ experience 
has been chiefly concerned is that covering the operations of a 
large foreign missionary society with home branches in all parts 
of the United States and mission stations in almost all the coun- 
tries of the Far East, in parts of Europe and Africa, in Mexico 
and in South America. All sorts of accounting problems, except 
purely commercial ones, present themselves—from those involved 
in the recording and acknowledgment of numberless small gifts, 
flowing in a constant stream from all parts of the United States, 
to the large financial questions arising out of the fluctuations of 
foreign exchange and the proper care of trust funds, annuities 
and endowments. 


The matter which I have chosen for consideration in this 
paper is that of accounting for the large real estate holdings which 
such a society necessarily accumulates in widely scattered and 
often remote parts of the world—cheap day school buildings and 
chapels in villages far from the ordinary lines of travel; school 
and hospital plants in interior towns; valuable city properties in 
important centres like Bombay or Peking. . 


The cost of purchase of land and erection of buildings is 
met in one of three ways—(1) by remittances from the parent 
corporation covering the cost in full; (2) by remittances from 
the parent corporation covering 50 per cent. or more of the cost, 
the remainder being provided through government grants and 
individual contributions on the field; (3) by government grants 
and local contributions covering the entire cost. The usual method 
of accounting for property purchases—by simply posting cash 
payments as a charge against the building account, thus showing 
on the books an asset value equal to the cash expended—will not 
apply here, for in many cases the actual asset value of the 
building is at least twice as great as this method would indicate. 


*A paper read at the tri-state meeting at Richmond, Virginia, April 13, 1916. 
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Now, for several reasons there should appear upon the books 
of account in the home office a complete record of all properties 
owned by the corporation. Such a record is necessary as a sort 
of collateral security for the large loans which the financial 
operations of the corporation from time to time require. In 
questions of insurance adjustment, accurate data must be quickly 
available. In case sale of property is desired, the executive com- 
mittee at the home office must have at hand a statement of the 
cost of the property in question sufficiently detailed to serve as 
a basis for judgment as to the wisdom of the sale. Oftentimes 
school buildings must be hypothecated to government as a 
pledge for the repayment of building grants in case the prop- 
erty is used, at any time within a given number of years, for 
other than school purposes. The home office records should 
show clearly the existence and life of such liens. Some- 
times the original gift from an American donor is contingent on 
the naming of the building in some particular way or its use for 
some specified type of work. The property accounts should show 
all conditions of this sort. 

The need for a complete record of real estate costs thus 
becomes clearly evident. It is simple enough to keep a complete 
and accurate account of all money passing to the field through 
the hands of the treasurer of the corporation—but volunteer gifts 
sometimes go from America directly to the missionary in charge 
of building and so escape record; government grants and indi- 
vidual gifts on the field are paid locally and usually in a currency 
other than United States gold; loans and mortgages are some- 
times negotiated on the field to cover part of the cost of purchase 
or construction. When to the above difficulties is added the 
lamentable fact that the exigencies of an inadequate missionary 
force frequently make it necessary for a man or woman wholly 
untrained in accounting theory and practice to assume the field 
treasurership, the seriousness of the problem becomes at once 
apparent. How shall it be solved? 

There is no uniform method employed by the several large 
mission boards and societies of the United States. The plan 
which follows is a composite of several systems. 

The home office treasurer prepares a letter setting forth clearly 
the urgent necessity for full and accurate information regarding 
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buildings on the field. This letter is sent to the treasurer of each 
mission in which buildings have recently been erected, with a 
blank in form somewhat as follows: 


(Here state whether for school, hospital, church or other 
purposes. ) 
Location, giving street, number and city division, if in a city 
or town; and general statement of location in relation to metes 


and bounds of village, if in a village................-..-e00ee 
Appropriation from home office 
Government grants, if any Dissnvencee 
Local contributions 

Contributions from U. S. A. 

Proceeds of mortgages or loans nego- coe aie 
tiated on field a/c cost Diacaddsene 
Total cost (Land $....... ) Diaeuiynieds 

) 


What liens? (Here include all ground rents, mortgages, 
loans, etc.) 

Hypothecated to government? If so, for how many years? 
Under what conditions? 

Note.—Give all figures in United States gold. In translating 
local currency, use average exchange rate for past twelve 
months. 


To insure greater accuracy, this blank is to be filled in and 
signed by three or more responsible members of the mission— 
for example, by the local superintendent or bishop, the chairman 
of the committee which was in charge of the erection of the 
building and the mission treasurer. 

When this statement has been returned to the home office, it 
is made a part of a loose-leaf property record in which, by 
countries and stations, all buildings owned by the corporation 
are classified. In many cases the missionary society rests content 
with this record, which does, indeed, meet much of the need, But 
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I am of opinion that cost and liability figures reported from the 
field should also be incorporated in the ledger accounts by such 
journal entries as shall add to the asset total, government grants, 
local contributions and proceeds of mortgages and other debts 
incurred for construction, and shall set off, against this asset 
total, all liens other than hypothecations to government. The 
balance in each account will now show the corporation’s equity 
in the building concerned. Deeds of hypothecation to government 
should be recorded in a footnote, since the liability contained in 
them covers a remote contingency and does not in any practical 
way lessen the value of the property to the corporation. 

There is a possibility of inaccuracy in some of these figures. 
In the first place, the exchange basis noted in the blank (the 
average rate for the past twelve months) makes all figures 
resulting from it approximations. Secondly, experience has 
proved that unskilled treasurers preparing statements of the type 
required in the blank are frequently very inexact. Yet, admit- 
ting both these dangers, I believe the method proposed secures 
a substantially true record of real estate facts. 

With such a record made—and it is far easier to talk about 
it than to collect even these simple data from the ends of the 
earth—a new question arises: How shall provision be made for 
depreciation? In types of buildings so widely differing in 
character as those owned by a missionary corporation, the rate 
of depreciation is far from uniform. A substantially built brick 
or stone structure kept in careful repair from year to year will 
have, barring obsolescence, a probable life of fifty or sixty years. 
But a small day school or chapel built of mud or sun-dried brick 
and frequently given no appropriation for repairs may have a 
life of only one-fifth that time. Shall depreciation be charged off 
at a flat rate on the total value of all properties, less cost of land, 
or shall an attempt be made to differentiate between types of 
buildings? In the accounting for an ordinary business, where it 
is necessary for the sake of accuracy in profit and loss statements 
to be quite exact in such matters as this, the distinction should 
certainly be made, and a table of depreciation rates be drawn up 
after careful study of the average life period of each sort of 
structure; but in the operations of a missionary society, where 
the question of profit and loss does not enter and where admin- 
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istrative and accounting expense must be kept as low as is com- 
patible with essential accuracy, I am convinced that a flat rate 
of 5 to 8 per cent. is better. In a great majority of the cases with 
which I have had to do, moreover, the tendency to an increase in 
value of city properties abroad is very marked and any possible 
deficiency in the depreciation provision made by the above plan 
is more than met by appreciation in the value of the larger prop- 
erties, though of course such appreciation is not shown on the 
books. 

Another problem in missionary property administration is that 
of obsolescence. Expansion of late has been so rapid that build- 
ings which have by no means depreciated to the point of useless- 
ness must frequently be torn down to make way for larger and 
more modern structures to accommodate increasing numbers and 
to meet higher standards of work. When such a building must be 
practically wiped off the books it is generally impossible to foresee 
what will be the residual value of materials salable after its 
demolition. Is it not better to ignore the question in the accounts 
of the corporation, and make provision out of current receipts 
for the condition when and as it arises? 

The plan of accounting for the real estate holdings of a 
missionary corporation, as outlined above, seems to cover the 
case fully, but it leaves open to discussion the following questions : 

(1) Is it wise to incorporate in the corporation ledgers, for 
the accuracy of which the home office treasurer is responsible, 
figures which are admittedly more or less of an approximation, 
as in the case of building funds reported from the field? 

(2) Is the provision above proposed for depreciation proper 
in view of the facts stated? 

(3) Is it necessary to make provision for obsolescence other 
than that suggested above? 
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An Actual Problem in Serial Bonds 
By F. L. Kerzie 


To find the effective rate of interest on ordinary bond issues 
does not ordinarily present more trouble than to look up the issue 
in question in Sprague’s Extended Bond Tables; or, if there be 
a question of an unusual rate, we can use formulas given in 
Sprague. 

Occasionally, however, problems occur that cannot be solved 
by the aid of these tables nor by the formulas therein given. 

Some months ago, in one of our largest Pacific coast cities, in 
the course of protracted litigation it became imperative to deter- 
mine the effective rate of interest, as a whole, on serial bonds, 
issued as follows: 


May 1, 1908, $600,000...... at 80%, netting $480,000 
May 1, 1909, $125,000...... at 90%, netting $112,500 
May 1, 1910, $100,000...... at 90%, netting $90,000 


All bonds bore interest at the rate of 5%, nominally, payable 
at half-yearly periods. The bonds were to mature as follows: 


$40,000 
$50,000 
$50,000 
$60,000 
Maw 6, $60,000 
Maw 8, $70,000 
Maw 1, $70,000 
May 1, $70,000 
Mor 6, $35,000 

$825,000 
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The accountants in the case assumed average maturities and 
calculated the effective rate of interest to be 7.26%, nearly. The 
complete details of the solution were not published by them. 
Sprague in his Accountancy of Investment deprecates the assump- 
tion of average maturities, as do all reputable authors that deal 
with serial bonds. 


THE APPLICABLE FoRMULA 


The problem can be solved approximately by the aid of the 
formula given in King’s Theory of Finance, page 71. It is, 
perhaps, the simplest formula that can be used, although it 
involves a mass of heartbreaking detail work in a case like the 
one at hand. It is really a version of Baily’s formula, given in 
the same volume, page 41. Once before mention of this formula 
was made in THE JOURNAL OF AccouNTANCy by Messrs. Thomas 
and Jacobsson, pages 394, 395, November, 1914. Apropos, the 
writer found King’s work highly useful in dealing with similar 
accounting problems, that in reality should be handled by our 
actuaries. King’s work seems to be somewhat abstruse and 
intricate. It can easily be mastered, however, by any one who has 
had a thorough training in algebra. One or two formulas therein 
taken over from fimite calculus can be taken for granted. 


EXPLANATION OF FORMULA 


Let C= the capital repayable by the borrower. 
j =the nominal rate of interest thereon paid by the borrower. 
i=the actual rate of interest realized by the lender, whom 
we may also call the investor or purchaser. 
K = the present value of the capital only at the rate i. 
A =the purchase money or the present value of the whole 
loan. 


We are to find the rate of interest i, where the nominal rate 
is j, and the loan itself is repayable in unequal instalments, or, if 
not altogether unequal, at least more or less irregular. 

The present value of a loan is made up of the present value 
of the capital and the present value of the interest payments. 
The present value of the capital at rate i being denoted by K, the 
present value of the interest payments is evidently the purchase 
money A less K, or (A—K). 
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If the borrower were to pay the interest, not at the rate j, but 

at the rate i, the present value of the loan would be par, or C, 

and the purchase money A itself would be C. Likewise, on the 

same supposition, the present value of the interest would be the 

present value of the whole loan less the present value of the 

principal, i.e, C—K. Still assuming rates j and i to be identical, 

the annual interest on capital C would be i times C, written iC. 
1 

Each annual unit of interest would then be the —— fraction of the 
iC 

whole annual interest. The present value of each such unit of interest 

1 
would be the above fraction —— times the present value of the 
iC 
whole interest, which we designated above by C—K, giving 
1 C—K 
— xX C—K, or 
iC iC 

unit of interest payable by the borrower at the rate i. However, 

the borrower actually pays at the rate j, not i—that is, he pays 

j X Cor jC annually for interest. The present value of jC being 

C—K 

denoted by x, we have the proportion x : jC =—— : 1, giving 

i 


as the present value of each annual 


jc j 
for x the value = (C—K), or — (C—K). 
i i 
We can now proceed to assemble above results: 


J 

Present value of interest at rate i is — (C—K). 
i 

Present value of capital at rate i is K. 


Adding these two values we have the required formula: 
J 
A=K-+— (C—K). 


i 
By algebraical transformation we then have i(A—K) = 
j(C—K), or 


j(C—K) 
(A—K) 
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The two formulas are perfectly general in their application 
and do not limit the repayments of capital to any particular con- 
ditions. We have to see, with some care, of course, that we 
assume the proper figures for the present value, K. In the case ( 
before us we have to take for K the sum of the present values of 
the different series, C being repayable by instalments, viz. : 
$30,000 in 10 periods (not five years) 
40,000 in 12 7 
50,000 in 14 " 
50,000 in 16 as 
50,000 in 18 =“ 
60,000 in 20 
60,000 in 22 
60,000 in 24 
60,000 in 26 
60,000 in 28 . 
60,000 in 30 
70,000 in 32 = 
70,000 in 34 
70,000 in 36 
35,000 in 38 


$825,000 
and v denoting the present values of 1, we have for K the sum of 


the following items: 
Vio X 30,000 
Vi2 X 40,000 
Vi, X 50,000 
Vis X 50,000 
Vis X 50,000 
Veo X 60,000 
60,000 
Ve, X 60,000 
x 60,000 
Ves X 60,000 
Vso 60,000 
Vs2 X 70,000 
X 70,000 
Vse 70,000 
Vsg X 35,000 
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In the above formula, i is the unknown quantity, yet K must 
be computed at this very rate i. What to do? We must assume 
at first an apparently near enough rate upon which to base the 
computations for K. If the assumed rate in K is too high, the 
result for i will be too low, evidently, and vice versa. But the 
nearer the value found for i to the assumed rate in K, the nearer 
correct will be the assumed rate. 


SOLUTION 


Assuming at first rates 7%: and 7.5%, we herewith present a 
possible solution, step by step. Afterwards it will be quite in 
order to assume rates 7.25% and 7.5%, which will give as near 
a reply as is perhaps possible by ordinary means with the help 
of any formula. We are assuming these rates because they 
appear to be a probable approximation judging from the large 
discounts under which the loan was issued and because we find 
the present values of the different series without too much labor, 
by the help of Sprague’s Extended Bond Tables. Strictly speak- 
ing, however, the writer is of the opinion that it involves a 
fallacy to compute an effective rate upon an issue like the one at 
hand, for the simple reason that we actually have three distinct 
loans, at three different effective rates. An actuary would prob- 
ably have presented the problem as one composed of three distinct 
elements. 

No absolutely correct answer can, of course, be found by the 
aid of any formula, the question being presented as it is. There 
are too many periods and maturities involved. In reality, in 
expanding Baily’s formula by the aid of the binomial theorem 
all higher powers above the second are neglected, thereby paying 
in accuracy. (See King, page 41.) It would be an intolerable 
task to expand to the last power required here. Hence we are 
compelled to resort to some artifice of simple proportion, as, for 
instance, the one presented below and also mentioned in King. 


Repeating the formula: 


j(C—K) 
i equals ——————_ 
(A—K) 


C equals $825,000 
A equals $682,500 
j is .025, or the nominal rate paid by the borrower. 
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K, the present value of all the maturities, must be calculated. 
We first assume for it the rate .035, then .0375, i. e., the apparent 
annual rates of 7% and 7.5%. If these approximations are not 
close enough, the resultant rate i will of necessity diverge con- 
siderably from the true rate because of the numberless implied 
omissions of all powers above the second and because the previ- 
ously mentioned device by proportion is also largely defective. 
But let us proceed in order to illustrate the final result: 


K, as stated, is made up of the sum of all the different 
present values of the serial bonds, first computed at rate .035, then 
at .0375. Using the previous notation for the present values of 


a unit, we have 


At rate 035 (7%) 


Present value of unit Present value of serial bonds 
Vio . 7089188 $30,000 $21,267.56 
.6617832 40,000 26,471.32 
Vas .6177818 50,000 30,889.09 
Vie .5767058 50,000 28,835.29 
. 5383611 50,000 26,918.05 
. 5025659 60,000 30,153.95 
Veo .4691505 60,000 28,149.03 
-4379571 60,000 26,277.42 
Ves .4088376 60,000 24,520.25 
. 3816543 60,000 22,899.25 
Ven . 3562784 60,000 21,376.70 
. 3325897 70,000 23,281.27 
Ves . 3104760 70,000 21,733.32 
. 2898327 70,000 20,288.28 
Vs .2705619 35,000 9,469.67 

K = $362,540.45 


Above present values for a unit were taken from Sprague 
and Perrine’s work Accountancy of Investment. The subsequent 
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values for rate .0375 had to be computed by the device given in 
the same work, page 215, §261, with the help of Sprague’s 
f Extended Bond Tables. 


At rate .0375(7.5%:) 


Present value of unit Present value of serial bonds 
Vio -6920204 $30,000 $20,760.61 
Viz 6428989 40,000 25,715.95 
«5972642 50,000 29,863.21 
Vig «5548688 50,000 27,743.44 
Vis «5154827 50,000 25,774.13 
4788923 60,000 28,733.53 
vo.  .4448992 60,000 26,693.95 
vo, 4133191 60,000 24,799.14 
V5 3839805 60,000 23,038.83 
Vo, -3567245 60,000 21,403.47 
V3 «3314033 60,000 19,884.19 
«3078793 70,000 21,551.55 
| Vo, «2860252 70,000 20,021.76 
«2657224 70,000 18,600.56 
| «2468607 35,000 8,640.12 
K = $343,224.74 
| Rate .035 C—K_ 825,000 A—K_ 682,500 
| 362,540 362,540 
| 462,460 319,960 
| 462,460 
i= .025 x ——— = 3.6125% 
319,960 
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Rate .0375 C—K_ 825,000 A—K_ 682,500 
343,225 343,225 
481,775 339,275 | 
481,775 
i= .025 X ———- = 3.55% 
339,275 


By proportion we have: 


Rate 3.5 gives 3.6125 
“3.75 gives 3.55 


Diff. .25 gives —.0625 | 
0625 | 


3.5 + x= 3.6125 — 


x 


.25 
x= 


Rate found is 3.5 plus .09=3.59 per period, which would 
be 7.18% apparently per annum. Even at this stage of the 
solution we are justified from experience in assuming the rate 
to be at least 2/100 of one per cent. higher, i.e., 7.20%. If we 
should now proceed to build up our schedule of accumulation, 
the result would be unsatisfactory. The difference in the trial 
rates being too great to start with, our result is proportionately 
wide of the mark. By the help of Sprague’s Extended Bond 
Tables we can now proceed to use rates 7.5% and 7.25%. 
Without going into details we have by the same process as above 
for trial rate 7.25% the following figures: 


K equals $353,060 nearly 


C—K equals 825,000 
353,060 


471,940 
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- 


A—K equals 682,500 
353,060 


329,440 


471,940 
i= .025 xX ——— = 3.58 
329,440 


By proportion we again have: 


Rate 3.625 gives 3.58 
"3.5 * 3S 


Diff. .125 “ —.03 


.03 
3.625 + x = 3.58 — —— x 
.125 
x = —.00368 
3.625 
—.00368 


gives the rate 3.62132, per period, or 7.24264% per annum. 


It is doubtful whether we could arrive at any closer result. 
For reasons previously stated we are perfectly safe in assuming 
that the correct rate is at least 2/100 of one per cent. higher, or 
7.26%: We can now proceed to form our schedule of accumu- 
lation and prove the result. (The writer wishes to give due 
credit to the accountant who computed the accumulation sched- 
ule, mention of whose name is precluded by the fact that he 
desired to avoid undue publicity.) 
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SCHEDULE OF ACCUMULATION 


Cash Incomerate Accum- Par value pay- 

Date Rate 5% 7.26% ulation Bookvalue Principal ments Balance 
5-1-08 «+++ $480,000.00 $600,000 
11-1-08 $15,000 $17,424.00 $2,424.00 482,424.00 
5-1-09 15,000 17,511.99 2,511.99 597,435.99 125,000 «see $725,000 
I1I-1-09 18,125 21,686.92 3,561.92 600,997.91 
5-1-10 18,125 21,816.22 3,691.22 694,689.13 100,000 «++. 825,000 
II-I-10 20,625 25,217.21 4,592.21 699,281.34 cece 
5-1-11 20,625 25,383.91 4,758.91 704,040.25 cove 
20,625 25,556.66 4,931.66 708,971.91 eves 
5-1-12 20,625 25,735.68 5,110.68 714,082.59 eces 
1I-I-12 20,625 25,921.19 5,296.19 719,378.78 whee Peres 
§-1-13 20,625 26,113.44 5,488.44 694,867.22 «s+. $30,000 795,000 
II-I-13 19,875 25,223.68 5,348.68 700,215.90 
S-I-14 19,875 25,417.83 5,542.83 665,758.73 40,000 755,000 
II-I-14 18,875 24,167.04 5,292.04 671,050.77 once 
§-1-15 18,875 24,359.14 5,484.14 626,534.91 50,000 705,000 
II-I-15 17,625 22,743.21 5,118.21 631,653.12 ines 
5-1-16 17,625 22,929.00 5,304.00 586,957.12 en 50,000 655,000 
11-1-16 16,375 21,306.54 4,931.54 591,888.66 oeee 
5-1-17 16,375 21,485.55 5,110.55 546,999.21 50,000 605,000 
II-I-17 15,125 19,856.07 4:731.07. 551,730.28 onus 
5-1-18 15,125 20,027.80 4,902.80 496,633.08 eee 60,000 545,000 
11-1-18 13,625 18,027.78 4,402.78 501,035.86 
5-1-19 13,625 18,187.60 4,562.60 445,598.46 60,000 485,000 
II-I-19 12,125 16,175.22 4,050.22 449,648.68 anes 
5-1-20 12,125 16,322.24 4,197-24 393,845.92 60,000 425,000 
II-I-20 10,625 14,296.60 3,671.60 397,517.52 
5-1-21 10,625 14,429.88 3,804.88 341,322.40 60,000 365,000 
I1-I-21 9,125 12,390.00 3,265.00 344,587.40 
5-1-22 9,125 12,508.52 3,383.52 287,970.92 60,000 305,000 
1I-1-22 7,625 10,453.34 2,828.34 290,799.26 
§-1-23 7,625 10,556.01 2,931.01 233,730.27 rere 60,000 245,000 
11-1-23 6,125 8,484.40 2,359.40 236,089.67 
5-1-24 6,125 8,570.05 2,445.05 168,534.72 acon 70,000 175,000 
II-1-24 4,375 6,117.81 1,742.81 170,277.53 
§-1-25 4,375 6,181.07 1,806.07 102,083.60 70,000 105,000 
2,625 3,705.63 1,080.63 103,164.23 Jens 
5-1-26 2,625 3,744.86 1,119.86 34,284.09 awebe 70,000 35,000 
11-1-26 875 1,244.51 369.51 34,653.60 

5-1-27 875 1,257.92 382.92 36.52 wae 35,000 None 

Totals $500,000 $642,536.52 $142,536.52 $36.52 $825,000 $825,000 None 
Over 36.52 36.52 36.52 cane 
$500,000 $642,500.00 $142,500.00 None tone 


The average of $36.52 could of course be written off the first 
year or the last or perhaps distributed over all the accumulation 
sums. 

Concluding with King, it may be said: In practically applying 
formulas of this kind, circumstances may render necessary 
various modifications ; and it may frequently happen that there is 
no formula given which will directly meet the case in hand. 
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EDITORIAL 
Where Legislation is not Needed 


According to the last report of the committee on state legisla- 
tion of the American Association of Public Accountants there were 
at September 1, 1916, forty states in which some sort of law pro- 
viding for the certification of public accountants was in existence. 
The eight states lacking legislation of this character were Ala- 
bama, Arizona, Idaho, Mississippi, New Hampshire, New Mexico, 
Oklahoma and South Dakota. 

It will be seen that practically all the states in which manu- 
facturing and other industries, except agriculture, have reached 
large dimensions are included in the C. P. A. list. In other words, 
the states in which no laws providing for the certification of 
accountants have been enacted are almost purely agricultural, with 
the exception of New Hampshire and Oklahoma, and it is ex- 
tremely doubtful if there is any necessity whatever for the enact- 
ment of C. P. A. legislation in these states. - 

New Hampshire is one of the smallest states and its com- 
mercial importance is far from being of the first rank. Moreover, 
the most densely populated part of the state is so close to Boston, 
in which there are many accountants, that it is unlikely that any 
considerable number of practising public accountants will take up 
their residence in New Hampshire. 

Oklahoma is largely agricultural and also considerably in- 
dustrial, but the great majority of the mines and wells of Okla- 
homa are controlled by companies incorporated in other states 
and there is not in the state of Oklahoma itself a sufficient amount 
of business to call for the establishment of many permanent ac- 
counting offices there. 
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Of course, in all the states mentioned there are a few practis- 
ing accountants, but experience has taught that the enactment of 
C. P. A. legislation in states in which there are not many account- 
ants may be far from desirable. Cases have occurred in which 
there were not sufficient practising accountants in the state to con- 
stitute a state board of accountancy and it has been necessary to 
appoint men who did not absolutely conform to the statutory 
requirement of practice. In other states it has been specifically 
provided that the board of accountancy should consist of men 
holding public office and one excuse given for the adoption of 
such a principle—or lack of principle—has been the fact that 
there were no qualified public accountants in the state to under- 
take the work of the board of accountancy. 

In such circumstances the enactment of a law providing for the 
certification of public accountants becomes the merest farce and 
much of the weakness of C. P. A. laws and the wide diversity of 
standards has been due to the desire to write upon the statute 
books laws for which there was not sufficient excuse. 

In some of the states which have been mentioned as being 
without C. P. A. laws accountants with an eye to their own benefit 
are endeavoring to induce legislators to follow the example of the 
forty states which have gone before. The chances are that if 
these efforts are successful at least fifty per cent. of them will 
result in the enactment of undesirable laws. 

It is not to be expected that the average legislator of an agri- 
cultural state will be sufficiently acquainted with modern account- 
ing to be able to express an intelligent opinion upon any account- 
ing bill which may be before the house. However able may be 
the legislator—and some of them are able—he could not be 
expected to be familiar with a matter of which he may never 
even have heard before. Certainly, judging by those sections of 
the average state law in which there is any mention whatever of 
finance or business principles, the average legislator has much to 
learn. 

In these circumstances it seems to be necessary to utter a word 
of warning against the too hasty enactment of C. P. A. laws. It 
would be a proud moment when one could point to the map of the 
United States and say that there was no state of the forty-eight 
in which provision had not been made for the certification of 
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public accountants and the concomitant protection of business 
interests; but the fact of the matter is that of the forty states 
which are row in the so-called enlightened list there are many laws 
which are bad to begin with and many more which are badly 
administered. 

The sum of the matter seems to be that the country has about 
as many C. P. A. laws of varied degrees of excellence as it 
requires and we feel that accountants residing in states in which 
no such laws are found should hesitate before bringing further 
pressure to bear upon their legislatures in regard to this subject. 

The business man is beginning to know that there is a differ- 
ence between the C. P. A. degree of one state and another. The 
more unworthy laws are enacted the more will the whole C. P. A. 
movement be discredited. 

If our forty C. P. A. states had invariably maintained high 
standards one could look with a fair degree of confidence upon the 
prospects of further state legislation. In face of the facts, how- 
ever, it seems time to urge caution. 


A Foolish Proposition 


An enterprising stationer in Philadelphia recently issued a 
notice from which the following extracts are taken: 

“We have arranged to allow public accountants a commission 
of 20%: from the regular retail prices of our entire lines of blank 
books, loose leaf ledgers, transfer binders, etc. 

“Goods will be billed and delivered to your customers upon 
receipt of your order. You may select the goods personally, or 
bring the customer to the store. Check will be mailed to you 
covering 20%: of total purchase when goods have been billed and 
delivered.” 

There is nothing altogether amazing about the willingness of 
a stationer to allow a commission to an accountant who obtains 
an order for him. Most of us who are familiar with the present 
price of stationery harbor an idea that a commission much higher 
than 20%: could be paid without altogether eliminating the profits. 

What is astonishing, however, is the lack of knowledge which 
the author of this communication displays. Does he for a moment 
believe that any accountant would be so disreputable as to accept 
commissions of this kind? It is conceivable, of course, that an 
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accountant might be in a position to demand special terms of a 
concern from which he was a large purchaser, and particularly 
when installing a system the expense for stationery might be so 
important as to justify a demand for special rates; but certainly 
no accountant worthy of the name would accept such discounts 
or commissions for himself. 

Can it be that the stationer to whom we have referred has been 
confusing accountants with a certain sort of peripatetic book- 
vendors whose entrance into any concern is made on the plea of 
accounting—generally at bookkeeping rates or less—and whose 
profits are derived solely from the infinite variety and number of 
books which their so-called accounting requires for its practice? 

It seems almost incredible that any business man should be mis- 
led into a confusion of accountancy with such bare-faced book- 
agency, but surely our stationer must have been so confused. It 
is high time that any other people who may not have learned to 
differentiate between accountants and pseudo-accountants should 
give the matter some consideration. 


Institute Examinations 


The first examinations to be held by the American Institute of 
Accountants are to take place during the first fifteen days of June 
this year and the board of examiners has adopted special rules for 
conduct of the examinations. 

In all probability the number of applicants eligible for oral 
examination will be greater at this first examination than at any 
subsequent time. There are considerable numbers of men in 
different parts of the country whose qualifications for member- 
ship are satisfactory who by one reason or another have been 
prevented from becoming certified public accountants. Lacking 
this qualification these men were not eligible to the American 
Association of Public Accountants since the change in the by- 
laws which became effective in 1913. 

Many of them were men who were unable to satisfy the 
demands of an ultra-technical set of questions—the kind of ques- 
tions which would be easily answered by the average young man 
fresh from a school of accounting but not likely to linger in the 
memory of a man long in practice. 
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Unfortunately many of the state examiners have adopted the 
idea that examination questions should be designed to exclude 
rather than to admit and questions have been formulated which 
in many cases were susceptible of more than one answer. The 
applicant who happened to give the answer selected by the 
examiners would pass, whereas the applicant giving another 
answer equally accurate would receive no credit whatever. 

In other cases the examiners have proceeded on the principle 
that the proper sort of question to test the ability of the applicant 
is one that contains some hidden “joker.” These trick questions 
have been the cause of failure of many applicants. 

Then, in addition to the men who have been unable to become 
certified public accountants under the laws of their own states 
there are those who have been in practice in the states in which 
no such laws exist. 

The institute hopes to embrace within its membership all 
qualified men, irrespective of the possession of any certificate, and 
it is practically certain that the board of examiners will submit 
questions which any practising accountant of ordinary ability and 
experience should be able to answer. The object of the institute is 
to admit the applicant whenever possible. This, of course, does 
not mean that the examinations are likely to be merely formal in 
character, but it means that questions dictated by common sense 
will be more in favor than those arising out of a one to dis- 
play the innate cleverness of the examiner. 

It is to be noted that the special rules for oral examination 
which have been adopted by the board of examiners apply only to 
the first examination and that there may be considerable changes 
before the examinations of December next. Accordingly it is of 
importance that those accountants who intend to apply do so 
promptly. Application forms and information relative to the 
examinations can be obtained from the offices of the American 
Institute of Accountants, 20 Vesey Street, New York. 
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Epitep By JoHN B. Niven, C. P. A. 


During the past month treasury rulings dealing with the following 
subjects have been issued: 


I. Income Tax 


T. D. 2412, which provides a new form (1088) for use by individuals. 
It will be remembered that form 1008 was provided to enable an individual, 
the whole or a large part of whose income was subject to taxation at the 
source, to adjust the amount of tax deducted to that for which he was 
properly liable on his net income for the year, by disclosing to the with- 
holding agent or internal revenue collector on this form the details of his 
whole income and of his allowable expenses and claiming reimbursement 
of the tax over-withheld. Form 1008 could only be used after the close 
of the year of tax, and thus entailed some negotiation and trouble upon 
all concerned. The new form (1088) has evidently been provided to 
simplify the transaction as much as possible. If, as it will be in many 
cases, it is known what the amount of the allowable deductions is at 
the time of withholding, the taxpayer may, by the use of this form, have 
the amount of tax withheld from him coincide with his actual tax liability 
for the year and in this way make an adjustment at the end of the year 
unnecessary. This change is commendable, and it seems that the con- 
cession might be extended even to those whose deductions are not defi- 
nitely ascertainable at the time of withholding by permitting them to insert 
an estimate of the amount. As returns are now required from all whose 
incomes exceed $3,000, whether there is a tax due or not, the adjustment 
ef the tax could be made either on the return or on form 1007 as formerly 
without increasing the risk of non-collection or the work involved to the 
collector. 

T. D. 2425, which declares that the incomes received by foreign govern- 
ments or their resident agents from sources within the United States are 
liable to a tax of 2 per cent. effective January 1, 1916. 

T. D. 2427, which gives a definition of the term “a head of a family” 
as used in the income tax law. The definition agrees in substance with 
that already indicated in these pages. 

T. D. 2428, which contains an opinion by the United States district court 
of Massachusetts on several questions of interest under the federal income 
tax laws. 


II. Caprrat Stock Tax 


T. D. 2417, which contains some specific rulings made by the treasury 
department in answer to questions arising under this tax. 
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I. TREASURY RULINGS ON INCOME TAX 
(T. D. 2412, December 8, 1916.) 


Providing certificate for claiming allowable deductions which are known 
at the time of receipt of fixed, annual, or periodical income by indi- 
viduals whose income is subject to withholding. 

Under section 9 (b), act of September 8, 1916, when any amount allow- 
able as a deduction, provided in sections 5 and 6 of the act, is known at 
the time of receipt of fixed, annual, or periodical income by an individuai 
whose income is subject to withholding of tax, the person entitled to and 
receiving such income may file with the person, firm, or corporation mak- 
ing the payment, a certificate, under penalty for false claim, stating the 
amount of such deductions and making a claim for an allowance of the 
same, whereupon there shall be no withholding upon the amount of such 
claim and such certificate shall become a part of the return to be made in 
behalf of the person making the claim. © en, because of such claim, no 
tax shall have been withheld, the certificates nevertheless shall be for- 
warded, with letter of transmittal, to the collector of internal revenue for 
the district in which the withholding agent resides. 


A certificate for this purpose is provided in the following form: 


Form CERTIFICATE FOR CLAIMING Depuctions—INDIVIDUALS 

1088. (For use by individuals in claiming at time of receipt of income under 
sec. 9 (b) benefit of deductions under secs. 5 and 6 of the income-tax 
law, act of Sept. 8, 1916.) 


Amount of income........ $...- 
(Give name of withholding agent.) ° 


(Character of deductions: Business 
expenses, interest, taxes, etc.) which tax is withheld $ 


(Character of income, as rent, salary, interest on bonds, mortgages, etc., 
and if latter give description of bonds, mortgages, etc.) 

I certify that the foregoing claim is for deductions to which 1 
am entitled under the income-tax law, act of September 8, 1916, 
and that the amount claimed is not in excess of the deductions to 
which I am entitled under the law. 


(Usual business signature of payee.) 


TREASURY DEPARTMENT 


INTERNAL REVENUE — INCOME TAX 


agent. 
’ (Usual signature of agent authorized 


to sign for payee.) 


(Full post-office address of agent.) 


, 191.. 

1Note 1.—To be filled in only when duly authorized agent executes this 
— for payee, in which case the name and address of payee must be 

ven. 

Nore 2.—Claim for deductions on form 1088 can be filed with the 
debtor or with withholding agent at any time, not less than 30 days prior 
to March 1 next succeeding the year for which return is due. 

SIGNATURE MUST BE CLEARLY AND LEGIBLY WRITTEN. 
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This certificate shall be printed on yellow paper corresponding in 

weight and texture to white writing paper 21 by 32. It shall be in size 3% 

by 8 inches and shall be printed to read from left to right along the 8-inch 
ension. 

Individuals or corporations desiring to print their own certificates may 
do so, but the certificates so printed shall conform in size and be printed 
upon the same color, shade, and grade of paper and in similar type to 
that used by the government. 


(T. D. 2425, December 28, 1916.) 


Tax liability of income received from sources within the United States by 
foreign governments or their resident agents. 

Under the provision (sec. 9, g) of the act of September 8, 1916, which 
declares the intent and purpose of the federal income-tax law, it is held 
that the total net income received during each calendar year by foreign 
governments from sources within the United States arising from interest 
on bonds, notes, or other interest-bearing obligations of residents, cor- 
porate or otherwise, and including the income derived from dividends on 
capital stock or from net earnings of resident corporations, etc., whose net 
income is subject to a like tax, is subject to a tax of 2 per cent. (sec. 10), 
effective as of January 1, 1916. 

Returns shall be made and the tax shall be paid, under the liabilities 
named in the law, by the actual owners of the income or the proper repre- 
nen aes in the United States having its receipt, custody, control, or dis- 
posal. 

Treasury regulations based upon the applicable withholding provisions 
of the act of September 8, 1916 (sec. 13, e and f), will be held effective 
of foreign governments and their representatives as of January 

Foreign governments having no office or place of business in the United 
States, or their foreign agents, will use income-tax certificate form 1004, 
revised November, 1916. Foreign governments having an office or place 
of business in the United States, or their resident agents in the United 
States, may use income-tax certificate form 1086. 


(T. D. 2427, December 26, 1916.) 
Income tax. 


Definition of the term “a head of a family” as used in the income-tax law 
of September 8, 1916. 


Under the act of September 8, 1916, the head of a family is entitled to 
claim a personal exemption of $4,000 for the purpose of the normal in- 
come tax. 

For this purpose a head of a family is held to be a person who actually 
supports and maintains one or more individuals who are closely con- 
nected with him by blood relationship, relationship by marriage or by 
adoption, and whose right to exercise family control and provide for these 
dependent individuals is based upon some moral or legal obligation. 

(T. D. 2428, December 30, 1916.) 


Suit against collector to recover tax — Corporation-tax act of August 5, 
1909—Decision of court 


1. ORGANIZED FoR PROFIT. 


The plaintiff was incorporated to provide and operate a terminal for 
certain stated railroads, which were required to use the station to be 
built, and to which the capital stock of the corporation was issued, said 
railroads paying for the use of the terminal, which payments were part 
of the operating expenses of the railroads, they being entitled to divi- 
dends on the stock in the corporation. It was held that the plaintiff 
company was organized for profit within the meaning of the law. 
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2. ENGAGED IN BUSINESS. 

The plaintiff corporation to which payments were required to be 
made by the railroads using the terminal, and which granted concessions 
and licences to others than the said stockholding railroads for the trans- 
action of various kinds of business and which operated facilities for 
supplying power, heat, light, gas, etc., manufactured by it was engaged 
in business. 

5. LyTEREST ON Bonps ALLOWABLE AS A DEDUCTION. 

Interest on bonded or other indebtedness paid within the year is to 
be deducted from gross income, according to the second clause of sec- 
tion 38; but only the interest paid upon such indebtedness to an amount 
not exceeding the corporation’s paid-up capital stock. The question was 
decided by the supreme court, decision of Anderson vs. Forty-two 
Broadway Co. 


4. Taxes RiGHTLyY ASSESSED. 

The taxes assessed upon returns amended by the commissioner and 
collected from the plaintiff company were lawfully collected, and judg- 
ment is rendered for defendant. 

The appended opinion of the United States district court for the dis- 
trict of Massachusetts in the case of the Boston Terminal Co. vs. James 
D. Gill, collector, is published for the information of internal-revenue 
officers and others concerned. 


District Court OF THE UNITED States, District oF MASSACHUSETTS. 
Boston Terminal Co. vs. James D. Gill, collector. 
(December 26, 1916.) 


Donce, Judge: In these three actions at law the plaintiff seeks to recover 
back payments made by it to the defendant collector which had been 
assessed upon and collected from the plaintiff as taxes due from it under 
the federal excise-tax statute of August 5, 1909, section 38 (36 Stats., 
112-117). The first suit relates to the taxes so collected for the year 1909; 
the second and third to the taxes for the years 1910 and 1911, respectively. 


The parties waive trial by jury and have submitted the cases to the court 
upon a statement of agreed facts, filed November 22, 1915, covering ail 
three cases. I therefore find the facts to be as set forth in said statement, 
which is to be referred to in connection with this —— The agreement 
provides that the court may draw inferences of fact. 

(1) The first question to be determined is whether the plaintiff cor- 
poration, which had “a capital stock represented by shares,” was a corpora- 
tion “organized for profit” within the meaning of the act, and therefore 
subject to pay annually the special excise tax provided for by section 38, 
with respect to the carrying on or doing business by it during the years 
here in question. 

The plaintiff corporation was established by, organized under, and its 
operations conducted in accordance with a statute of Massachusetts passed 
June 9, 1896, and entitled “an act to provide for a union station for pas- 
sengers on railroads entering the southerly part of the city of Boston.” 
It forms chapter 516 of the Massachusetts acts of 1896. It is set forth in 
full as part of the agreed statement. 

The five railroads named in section 2 of this statute subscribed for and 
paid in $100,000 each of the bone capital stock therein provided for. 
The Boston & Aibany Railroad Co. was leased to the New York Central & 
Hudson River Railroad Co. in 1900, and thereafter operated by the lessee; 
the New England Railroad Co. was leased to the New York, New Haven 
& Hartford Railroad Co. in 1898, and was thereafter operated by said 
lessee and subsequently merged with it in 1908; the Boston & Providence 
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Railroad Co. had been leased to the Old Colony Railroad Co. in 1888, 
was operated by said lessee when the statute was passed, and thereafter 
until 1893, when the New York, New Haven & Hartford Railroad Co. 
became lessee of both the last-mentioned railroads and thereafter con- 
tinued to operate them. During the years here in question, therefore, the 
actual control of the five railroad companies mentioned in the statute was 
vested in the New York Central & Hudson River Railroad Co. and the 
New York, New Haven & Hartford Railroad Co., which two companies 
thereafter complied, on behalf of their respective lessors, and the last- 
mentioned company on its own behalf, with the provisions and require- 
ments of the above statute. 

The plaintiff company proceeded under such statute to acquire the 
necessary land and to build thereon the contemplated union station, which 
was thereafter used by all the five railroads named or their respective 
lessees. The land was acquired and the station built with the money paid 
in by them as capital stock, and with money raised by the issue of its 
mortgage bonds, under section 4 of said statute, to the amount of 
$14,500,000. 

To each of said five railroad companies there were issued for the 
$100,000 paid in by it 1,000 shares of the plaintiff company’s stock, each 
share of the par value of $100, making in all the total capital stock 
authorized by the Massachusetts statute. Each railroad company has 
since retained all the stock issued to it as above and now owns it. While 
they thus became and now are the only holders of all the shares into which 
the plaintiff company’s stock is divided, the nature of said stock in respect 
of the rights belonging to and the liabilities incurred by its owners is made 
to differ widely from that belonging to ordinary stock in a business cor- 
poration, by the following provisions of said Massachusetts statute, which 
are believed to be the only provisions especially significant upon the ques- 
tion whether or not the company is to be regarded as “organized for 
profit,” within the meaning of the federal act. 

(a) As to the issue of the stock, while the statute provided only that 
the above-named railroads might take and pay for it as above, without 
requiring them to do so, or prohibiting its issue to others, or in amounts 
different from the above, it authorized the company to acquire the land 
necessary to its operations only when each said railroad should have taken 
and paid for the amount of stock allotted to it by the statute and the com- 
pany’s entire capital should have been so paid in by them. 

(b) Ownership of the stock was not, of itself, to carry with it any 
\oting power in the choice of the company’s officers. Management of the 
company, instead of being in the hands of directors chosen by its stock- 
holders, was placed by the statute in the hands of five trustees, one to be 
appointed by each of said railroads, each trustee to be a director of the 
railroad appointing him, and to hold his office as trustee at its pleasure. 
Any vacancy was to be filled in like manner. 

(c) The liability of each railroad for the company’s debts and lia- 
bilities was, by the statute, not to be confined to the ordinary liability of a 
stockholder in a business corporation. The issue of bonds, to such amount 
as might be necessary and approved by the railroad commissioners, was 
authorized ; and an issue largely exceeding the capital stock in amount was 
clearly contemplated; such bonds to be secured by mortgage of the land 
to be acquired and the station to be thereon erected by the company. The 
five railroads who were to take stock as above were required, in the event 
of foreclosure of such mortgage and a sale of the property mortgaged 
for less than the principal and interest of the mortgage debt, to make good 
to the bondholders the amount of such deficiency, each to contribute 
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thereto, not in the proportions wherein they had taken and paid for the 
stock (one-fifth each), but each in proportion to the use which it or its 
lessees might then have of the property. F 

(d) The company was not given unrestricted power in the operations 
which the statute authorized it to undertake. Plans prepared by the com- 
pany for the construction of the station it was to build on such land as it 
might take for the purpose were to be approved or changed as ordered by 
the municipal authorities of Boston with the concurrence of the Massa- 
chusetts railroad commissioners. Rules made by the company for the use 
of the completed station were to be subject to modification by said rail- 
road commissioners upon application of the Boston municipal authorities 
or of the railroads themselves. 

(e) The railroads which were to take the company’s stock as above were 
required to use the completed station it was to build, instead of their re- 
spective terminal facilities then in use. For such use the statute further 
required them to make payment to the company, such payments to be part 
of their operating expenses. The respective proportions in which the 
statute required each to pay were to depend upon the proportionate use 
made by it of the new facilities, not upon the Paso of stock held; 
and were to be fixed by agreement, or, in case of failure to agree, by said 
railroad commissioners; with provisions for revision, either by agreement 
or said commissioners, at intervals of not less than three years. What the 
payments required as above from the railroads were to cover is expressly 
provided by the statute; which provisions, though not very directly bearing 
upon the rights and liabilities attending the ownership of stock in the com- 
pany, are next stated. 

(f{) The payments yoy to be made by said railroads for their use 
of said station were to be made monthly to said company for its use. 
Said railroads were to pay (sec. 10)— 

Such amounts as may be necessary to pay the expenses of its corporate 
administration and of the maintenance and operation of said station, and 
of the facilities connected therewith and owned by said terminal company, 
including insurance and all repairs, all taxes and assessments which may 
be required to be _— by said terminal company, the interest upon its 
bonds or other obligations issued under the provisions of this act, as 
the same shall become payable, and a dividend, not to exceed 4 per cent. 
per annum, upon its capital stock. 

It is to be noticed in connection with these provisions that in its last 
section (25) the statute required the company to pay a franchise tax upon 
the true market value of its capital stock without any deduction whatever. 
But the plaintiff company’s real estate used by said railroad companies is 
by the same section directed to be assessed to them, not to said company, 
and the taxes thereon are to be paid, not by the company, but by said 
railroad companies in the proportions wherein each should at the time 
be making use thereof. 

Although neither railroad company has sold any of the stock taken by 
it as above, the statute nowhere prohibits such sale; and no obstacle to 
such sale at any time appears to exist, other than the practical difficulty of 
obtaining a purchaser for stock without voting power, entitled to dividends 
only in case trustees representing the railroads which would have to furnish 
the money to pay them if declared should so determine, and limited to 4 
per cent, even in that event. It can not be said that upon no terms within 
the power of its present owners to offer could the difficulty ever be got 
cver, nor can it be said that the statute contemplates no sale of the stock 
in any event. That its owners, whether said railroad companies or other 
persons, might at some time and in some manner become entitled to divi- 
dends upon it is a possibility for which express provision is made. The 
organization is therefore for profit, at least upon contingencies which, 
however remote, are not wholly impossible of occurrence. 
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The plaintiff says that the railroads, its only stockholders as above, 
would themselves have to pay into it the amount of any dividend declared, 
only to receive back again as dividends the amounts so paid in. This 
would be true if each of the five used the station in the same proportion 
as that which its holding of stock bears to the entire capital. But it ap- 
pears that, during the three years here in question at least, the only use 
made by the New York, New Haven & Hartford Co. of the station has 
been as lessee or owner of three of the five railroads named in the 
statute, while the only other railroad making use of it has been the Boston 
& Albany, leased to the New York Central; so that the payments to be 
made according to actual use have been in the proportions one-fourth by 
the latter railroad and three-fourths by the New Haven on behalf of its 
three lessors and itself. The latter railroad, on behalf of itself and its 
lessors, would thus have to pay in only 75 per cent. of any amount used 
for dividends, while it would be entitled to 80 per cent. (four-fifths) thereof 
in dividends upon its and their stock. It can hardly be said, therefore, 
that the prescribed organization permits no profit in any event to any 
original stockholder. 

But apart from any question as to dividends, the agreed facts show 
that the total cost of corporate administration, maintenance and operation, 
etc., is not in fact wholly borne by the five stockholding railroad corpora- 
tions. The provisions of section 10 of the statute requiring payment by 
them of such amounts as might be needed to pay the expenses of ad- 
ministration, etc., have been cited above. From paragraph V of the agreed 
facts it appears that the plaintiff company has leased space in the station and 
has granted concessions and licences therein to persons other than said 
stockholding railroads, for the transaction on their own account of various 
kinds of business whose transaction there might accommodate passengers 
there arriving or thence departing, but was not otherwise connected with 
its business, the amounts received by it in payment for the privileges in 
the station so granted being applied in reduction of the expenses of ad- 
ministration, etc., to be met as above by the stockholding railroads. And, 
#s also agreed in paragraph V, the plaintiff has also itself operated facilities 
and supplied power, heat, gas, etc., manufactured by it for use in said 
station to such other persons as well as to said railroads, deriving revenue 
directly therefrom, which has been applied in like manner as above. 

By means of revenue thus obtained by the company, not from said 
stockholding railroads but from others, the cost to them of the administra- 
tion, maintenance, and operation for which the statute required them tu 
provide has been very materially reduced, as paragraph VI of the agreed 
facts more fully shows. There is no suggestion that the above dealings 
by the plaintiff company with others than said railroads are beyond its 
statutory powers. They were obviously for the better accommodation of 
the traveling public who were to use the station, and may be regarded as 
incidental to the maintenance and operation thereof by it which the statute 
expressly directed, and, therefore, as contemplated by the statutory pro- 
visions, establishing the company’s organization. Since the railroads have 
been thereby relieved from having to meet out of their earnings a material 
part of the charges expressly ranked by the statute among their operating 
expenses, and their net earnings — by them to their own dividends 
have been to that extent augmented, that the company’s organization is in 
no respect for profit can hardly be reasonably said. 

There appears to be no little ground for the conclusion that every 
organization which does not belong to any one of these classes expressly 
mentioned in the proviso which section 38 of the excise-tax act contains 
should be regarded as “organized for profit” within the meaning of that 
section. In Sargent, etc., Co. vs. Baumbach (207 Fed., 423, 428) the dis- 
trict court in Minnesota expressed itself in favor of such a construction 
In its enumeration of the classes of organization to be exempted from the 
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general liability to taxation under the act, the proviso adds: “No part of 
the net income of which inures to the benefit of any private stockholder 
or individual.” 

These words forbid the segtentee of the proviso wherein they occur 
to any organization mentioned therein whereto they do not apply, even 
though in all other respects the proviso would entitle it to exemption. 
But I cannot regard them as indicating that no organization is to be 
treated as one “for profit” in the sense of the statute unless it provides 
for or permits a net income inuring directly to the benefit of some private 
stockholder or individual. 

I therefore consider the scheme of the plaintiff’s organization adapted 
to permit the acquisition of what may fairly be called “profit,” and hold 
that it was a corporation organized for profit within the meaning of the 
federal statute. I reach this conclusion without regard to the fact that it 
pays, as required by the state statute under which it is organized, a fran- 
chise tax upon the market value of its capital stock to the state of Massa- 
chusetts; and notwithstanding the fact that it has neither paid any divi- 
dends on said capital stock nor accumulated any surplus from its opera- 
tions. 

(2) The next question is, whether the plaintiff corporation was “en- 
gaged in business’ within the meaning of the act during the years to 
which this case relates. There being no dispute that during those years it 
carried on the operations it was organized to carry on, in all respects 
as directed in or contemplated by the state statute permitting its organiza- 
tion and regulating its operations, its contention upon this point is only 
that said operations were not “for profit,” and that by “engaged in busi- 
ness” the act cannot mean business from which no profit is to result. 
This contention is in effect disposed of in the defendant’s favor by what 
has been above said. 

(3) It remains to consider the plaintiff’s claim that it has been taxed 
upon an amount greater than the true amount as its “net income” for the 
years in question. The facts regarding its income for 1909 are as below, 
and determination of the correct method of ascertaining its taxable net 
income for that year will determine the correct method applicable to 
the figures dealt with in each of the two later years, which figures differ 
little in either year, for purposes here material, from those of the year 
1909. 

In 1909 the plaintiff’s gross receipts were— 


From the N. Y. C. & H. R. R. R. Co. (2).............24. 172,616.07 
From other sources as above (3)............eeeeeeeeees 312,673.11 
its expenditures were— 
Massachusetts franchise tax (8) ............-seeeeeeees 8,688.75 
1,003,137.35 


The plaintiff’s annual return under the act of 1909 shows as “gross in- 
come” only the above item (3) of its gross receipts, viz., $312,673.11, which 
was stated to consist of “amounts actually received for rent of offices and 
concessions, receipts for parcel room, baggage storage, and lavatories, 
and proceeds of power, heat, light, Pintsch gas, and ice.” 

It claimed the same amount as a deduction authorized by the statute for 
“all the ordinary and necessary expenses of maintenance and operation of 
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the business and properties of the corporation,” thus disclosing no taxable 
net income whatever. 

Neither the amounts paid in by the railroads nor the equivalent amount 
of expenditures balanced thereby were included in the return as made, 
either as gross income or as deductions therefrom. 

But the tax commissioner, acting under the fourth clause of section 
38 of the act, amended this return by making it include in “gross income” 
not only the item of receipts above identified as (3), but items (1) and 
(2) also; in other words, the entire gross receipts. The “deductions” to 
be made therefrom, as approved by him, included the items of expenditure 
(5)-(8), inclusive, but of the item (4), interest paid on bonds, only $17,500 
was allowed to stand as a deduction. Interest on bonded or other in- 
debtedness paid within the year is to be deducted from gross income, ac- 
cording to the second clause of section 38; but only the interest paid upon 
such indebtedness to an amount not exceeding the corporation’s paid-up 
capital stock—in this case $500,000—as already stated. The interest paid 
on this amount was the $17,500 allowed; all the remaining interest paid 
was disallowed as a deduction. (Agreed facts, par. IV.) 

These amendments made by the commissioner had the result of leaving 
$472,500 of the plaintiff’s gross receipts, in fact used by it in paying in- 
terest on its bonds, to stand as net income ascertained according to the 
second clause of section 38, and of estimating the tax payable by the 

laintiff at 1 per cent. upon that amount, less the specific exemption of 

$5,000, allowed by the first clause of said section, %. e., upon 7,500, 
although its actual total receipts had been in fact wholly exhausted and 
balanced by its actual total expenditures as shown above. 

The plaintiff contends that receipts devoted to the payment of interest 
on its bonds were not income at all within the meaning of the act. But to 
take this position is to say that no part of what the railroads paid in to it 
was gross income within the act. The railroads were not required by the 
state statute to make, nor did they in fact make, so far as appears, sepa- 
rate or specific payments identified as payments to meet the interest semi- 
annually becoming due from the plaintiff to holders of its outstanding 
bonds. A statement sent each railroad on the first day of each month gave 
the plaintiff’s total expenditure for the preceding month, including as one 
item thereof one-twelfth of the total annual interest on said bonds. Each 
such statement gave also the plaintiff’s total revenue for the same month 
from sources other than said railroads. Each railroad’s proportion of the 
expenditure not covered by the revenue shown as above was charged to 
and paid by it, month by month, the New York Central paying, during the 
vears here in question, 25 per cent. of said balance and the New York, 
New Haven & Hartford 75 per cent. thereof. (Agreed facts, par. VII.) 

If allowed to offset its gross income by the entire amount of its ex- 
penditure or disbursements, no net income affording a basis for taxation 
under the act would remain and (assuming the correctness of the con- 
clusions hereinabove adopted) the plaintiff would have nothing to com- 
plain of. It is only the fact that the express provisions of the second 
clause of section 38 forbid the inclusion of any interest paid on bonds in 
the deduction allowed for “ordinary and necessary expenses—paid—out of 
income in—maintenance and operation,” and, while allowing a deduction 
for interest payments, forbid such deduction, when indebtedness exceeds 
paid-up capital stock, of any interest paid upon such excess, which gives 
rise to the plaintiff’s complaint that a tax has been exacted from it, con- 
trary to the intent of the act. But if the plaintiff was a corporation tax- 
able under the act, the question presented with regard to the deduction for 
interest paid on its bonds is the same as that considered by the supreme 
court in Anderson vs. Forty-two Broadway Co. (239 U. S., 69). In that 
case the interest on $600 only, being the amount of paid-up capital stock, 
was allowed to be deducted, and the net income whereon the tax was 
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congunnt included receipts which had been in fact devoted to payment 
of the remaining interest on a bonded indebtedness of $4,750,000. In the 
opinion of the court, congress deemed that— ver 

The carrying of the indebtedness should be considered as a principal 
object of the corporate activities, that the operations of such a corporation 
are conducted more for the benefit of the creditors than of the stock- 
holders, and that the contribution of the corporation to the expenses of 
the government should be admeasured with this fact in view. 

In the case above cited it had been held in the district court and on 
appeal that, as the plaintiff here contends, the entire interest paid on 
bonded indebtedness should be treated as part of the cost of maintenance 
and operation and therefore be allowed as a deduction from gross income 
(209 Fed., 991; 213 Fed., 777). The contrary construction of the act 
adopted by the supreme court as above determines this question in the 
defendant’s favor. 

The plaintiff has further contended that the facts set forth in para- 
graph VI of the agreed statement, relating to the returns of annual net 
income made by the railroads themselves and the estimate of their own 
net incomes accepted by the tax commissioner as the basis of the franchise 
taxes to be paid by them, show that they will be subjected to double 
taxation in respect of some of the same items if the plaintiff’s net income 
subject to taxation is estimated as above. I am unable to sustain this 
contention. If the railroads included in their expenditures to be deducted 
the expenditures of the Terminal Co., they also included in their gross 
income so much of the Terminal Co.’s gross income as they had not them- 
selves contributed, so that the amount of tax to which they were liable 
independently of the Terminal Co. was not, in the result, increased. 

It follows from the conclusions above stated that the taxes here in 
issue were rightly assessed by the tax commissioner, and that the plaintiff 
corporation has paid the defendant no more than the federal statute re- 
quired it to pay. 

I therefore find for the defendant. 


II. TREASURY RULINGS ON CAPITAL STOCK TAX 
(T. D. 2417.) 


Capital-stock tax, act of September 8, 1916—Rulings of the commissioner. 
Specific rulings made by this office in answer to questions arising under 
the special excise tax imposed by section 407 of the above act. 

Washington, D. C., December 16, 1916. 
To collectors of internal revenue: 

The following rulings have been made by this office in answer to man 
questions arising under the special excise tax imposed by section A 
title IV, act of September 8, 1916, on corporations transacting business in 
the United States: 

(1) No deductions are allowed corporations organized in the United 
States for capital invested in England, France, and other foreign countries. 
_ (2) Any surplus or undivided profit of a corporation that is invested 
in bonds or other securities having no connection whatever with the actual 
business of the corporation should be stated on the return (form 707) 
and will be taken into consideration if the fair value of the stock is 
estimated under case III of item 6. 

(3) Referring to section 3, article 6, of regulations No. 38, regarding 
the provision in the law “that this tax shall not be imposed upon any 
corporation, joint-stock company or association, or insurance company not 
engaged in business during the preceding taxable year,” it is held that if a 
corporation was engaged in business for any time, even one day, during 
the preceding fiscal year, July 1, 1915, to June 30, 1916, it is required to file 
a return on form 707, as stated in paragraph (b), article 3, of the regula- 
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tions. There is no relation between the amount of tax payable and the 
length of time during which the corporation was so engaged in business. 

(4) The provision inserted in the regulations requiring every United 
States corporation having a capital stock outstanding of the market or 
fair value of $75,000 or over to file a return on form 707, even though 
the fair value of its capital stock does not exceed $99,000, the exemption 
allowed by law, was for the purpose of leaving the final determination of 
the question of tax liability of the company for the collector or the com- 
missioner of internal revenue. 

(5) Referring to article 7 of regulations No. 38, regarding the collec- 
tion of this tax by assessment, the collectors will accept payment of the 
tax when the returns are filed as “advance collections,” provided there is 
no question about the amount of tax due; but corporations are not required 
to pay the tax until after receipt of notice and demand on form 17. 

(6) The provision under the first paragraph of article 2 of the regu- 
lations exempting from this tax agricultural or horticultural organizations, 
only applies to those corporations that are engaged in that business merely 
for the general welfare and benefit of the public, such as agricultural or 
horticultural fairs or exhibitions. A corporation engaged in general farm- 
ing, raising cattle, or the agricultural business, for profit, is liable to this 
tax the same as any other corporation. 

(7) Capital stock that has once been issued by a corporation is re- 
garded as being “outstanding,” even though it is afterwards acquired by 
the company for value, and carried on the books as “treasury stock.” 

(8) The following suggestions have been made with regard to supply- 
ing the information required on form 707, and also two errors in printing 
are noted under items 1 and 8: 

Item 1.—The dollar mark should be omitted in the space provided for 
the figures. 

Item 4—“Amount of surplus,” as shown by the books of the corpora- 
tion at the present time. 

Item 5.—“Amount of undivided profits,” as shown by the books of the 
corporation at the present time. 

Item 6.—Cases I and II; Through lack of space no provision was made 
on the draft of form 707 for computing the average fair value under item 
6 of more than one kind of stock. There appears to be ample space, how- 
ever, on the printed form under cases I and II of item 6 to list the highest 
prices quoted and highest sale prices of both common and preferred stock. 
It is, therefore, suggested that the average fair value of each kind of 
stocks be listed in this way, which, multiplied by the total number of shares 
of each kind of stock outstanding on June 30, 1916 (item 7), and added 
together would give the fair value of the total capital stock, both common 
and eeteres, for the preceding fiscal year ended June 30, 1916, under 
item 8. 

Case III: “Surplus, if any,” and “undivided profits, if any,” should be 
the average surplus and average undivided profits as shown by the books 
of the corporation for the preceding fiscal year, July 1, 1915, to June 30, 
1916. Inasmuch as the fair value of the stock ascertained under this case 
is only an estimate, this office has permitted corporations whose fiscal years 
ended on December 31, 1915, or any other date, to use the figures shown 
by the books on that date. 

“Estimated earning capacity” of a corporation should be its prospective 
earnings for the next following year, and should be expressed in terms 
of percentage of the par value of the capital stock. 

The “average dividends per share paid during preceding five years” 
may be found by adding together all regular and extra dividends paid 
during the five years and dividing by 5. 

Item 8.—This question should read as follows: “8. Fair value of total 
capital stock for preceding fiscal year ended June 30, 1916 (No. 6 multiplied 
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Epitep By S—EyMour Watton, C.P.A. 
TURNOVER 


The following letter from R. H. Montgomery is an interesting contri- 
bution to the discussion of the correct definition of the word “turnover”: 
Dear Mr. Walton: 


My attention has been called to the subject of “turnover” in the 
October JouRNAL or AccounTANcy. I have no deep convictions on this 
subject, but I am rather surprised at your comments on the letter of 
“G. S.” I think I have heard “turnover” discussed for twenty-five years 
and I have never even heard it intimated that it might refer to anything 
else than merchandise, either gross sales or cost of sales or inventories. 
I refer, of course, to conversation among accountants and business men. 
To interject working capital or available working capital into it would, I 
think, make it entirely worthless for purpose of comparison, and if it 
cannot be used for comparative purposes it is of little value. As a matter 
of fact, that is about the only use that can be made of it, because a man 
in one trade can hardly know whether his turnover is satisfactory or not 
unless he knows what his competitors are doing or unless he knows 
what the most successful concern in his line of business is able to do. 

Now, working capital is obviously used for many purposes, among 
them being advertising campaigns and similar items of expense which do 
not affect the cost of manufacture. For the time being the expense of 
an advertising campaign might diminish actual working capital to a van- 
ishing point. Then, again, accounts receivable vary to a great extent. 
Some concerns sell on short time; others on long time; others keep a 
big stock of raw materials; others do not consider it necessary or cannot 
afford to keep big stocks of raw materials. You mention these variations, 
but in the beginning of your comments and at the end of your comments 
you indicate that the position of the writer is “clear and convincing, 
interesting,” and you state further that the contention of the correspondent 
may be considered to be established depending only on the treatment of 
the net profit. 

Sincerely yours, 
R. H. Montcomery. 


In spite of the efforts of several committees of the American Asso- 
ciation of Public Accountants, we are no nearer an authoritative standard 
of accounting terminology than we were ten years ago. The principal 
difficulty in arriving at correct definitions is that few authors on account- 
ing subjects attempt any definitions at all. They seem to take it for 
granted that everyone else attaches the same meaning to a term that they 
do themselves, and therefore that a definition is unnecessary. As far as 
I know there is no formal definition of “turnover” in any standard work 
on accounting, and the word when used does not appear to have a clear- 
cut meaning. 

Mr. Montgomery comes the nearest to defining the word, but he only 
suggests a definition. After saying that authorities differ greatly as to 
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what the term means, he says: “Uniformity is desirable in accounting 
terminology, so the author suggests this definition: “The turnover of a 
merchant or manufacturer represents the number of times his capital in 
the form of stock-in-trade is re-invested in stock-in-trade during a given 
period.’” 

This is probably the more generally accepted idea of the turnover— 
that is, the number of times that the merchandise is turned over. Mr. Mont- 
gomery further says: “To ascertain the turnover, take the starting 
inventory, add the purchases or cost of manufactured goods, and deduct 
the inventory at the end; divide the total by the starting inventory. The 
result will be the number of times the capital invested in stock-in-trade 
has turned over during the period.” 

The application of this rule to two successive years of a business will 
exhibit a serious objection to it and will also show the difficulty of deter- 
mining in the case of the majority of concerns how many times the stock- 
in-trade is turned over. 


If the inventory at the beginning of the first year is $25,000, the pur- 
chases $200,000 and the inventory at the end is $50,000, the turnover will 
be $175,000 or seven times the first inventory. The second year the start- 
ing inventory is $50,000, the purchases $175,000 and the ending inventory 
is $25,000. Then the turnover is $200,000, or four times the first inventory. 
Thus, by the mere accident of a difference in the amount of the inven- 
tories at the beginning of the two years, the year that did the larger 
business shows only a little more than half of the turnover of the other 
year. As the number of turnovers in the year is supposed to be a 
measure of the prosperity of the business, there is evidently something 
wrong with this method of determining it. 

The difficulty would disappear if it were possible to determine the 
average normal quantity of stock-in-trade carried. This normal quantity 
might or might not be the same as the inventory at the beginning, but there 
is no necessary connection between them. All we know is that there was a 
total turnover of $175,000 or $200,000. Not knowing the amount of the 
normal inventory from any figures contained in either the revenue state- 
ment or the balance sheet, we have no means of knowing how many 
times the stock has been turned over. 


If we adopt working capital as the basis of the turnover the difficulty 
disappears, because the amount of working capital is indicated in the 
balance sheet, if we adopt the definition of working capital as that part 
of the proprietorship not tied up in fixed assets, in other words the excess 
of current assets over current liabilities. Except as affected by the 
slight increase due to accumulating undistributed profits, it remains the 
same throughout the entire period and therefore affords a stable basis of 
comparison. 

As is intimated by the correspondent referred to by Mr. Montgomery, 
a business requires capital for two purposes: first to provide the necessary 
fixed assets with which the operations are to be carried on, and second to 
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furnish sufficient funds to carry the stock-in-trade and the resultant 
accounts receivable until they can be realized in cash with which to buy 
more goods or material for manufacture. The point that interests the 
proprietor is how many times in a year he can invest his available floating 
capital by repeating the process of buying the goods, selling them and 
collecting the proceeds. Why this view of the matter does not admit of 
using the turnover for comparative purposes it is a little difficult to see. 
If one person with a working capital of $40,000 is able to sell in a year 
goods that cost $200,000, while another with the same working capital 
is able to sell goods that cost only $160,000, it is clear that the first person 
has turned over his capital five times to the other person’s four. 

Mr. Montgomery himself gives an excellent argument for this treat- 
ment of the subject when he says that working capital is used for many 
purposes. If too much of it is diverted from the production or purchase 
of goods for sale by being used to carry on an extensive advertising 
campaign or is temporarily locked up in long-time accounts receivable, 
the quantity of goods sold is apt to decrease. This will show in the 
smaller number of times the turnover will be made, if working capital is 
the thing said to be turned over. On the other hand, if a smaller business 
is done, the inventory will naturally be smaller and the turnover will be 
the same, if either the beginning or the normal inventory is made the 
measure. Production of $100,000 goods with a $25,000 inventory will 
show the same turnover as production of $200,000 goods with a $50,000 
inventory. Comparative measurements are of little value if the yardstick 
varies in length. 

The use of working capital as the basis of turnover is logical because 
it was put in the business for the purpose of being turned over as rapidly 
as possible, because it is virtually constant, and because it represents 
all the elements concerned in the turnover—not only the stock-in-trade, 
but also the accounts and notes receivable that are the means by which 
the turnover is effected. 

Even if this be granted, our troubles are not at an end, because we 
have no authoritative definition of working capital. Mr. Hatfield says: 
“Working capital has long had a specific meaning as a collective term for 
what are often called quick assets, e.g., cash, accounts receivable, perhaps 
merchandise, etc.” Mr. Bentley says: “Working capital is the excess of 
quick assets over quick liabilities.” Each of these authorities has his 
followers, as was shown in the discussion of the subject that appeared 
recently in this magazine. Of course, the difference between the two 
definitions arises from the fact that in one the notes and accounts payable 
are considered to be borrowed capital, while in the other only the amount 
contributed by the proprietor is treated as capital. The first is the 
economic view, while the second is the business and in my opinion the 
accounting view of what capital is. If the ordinary business man is asked 
how much capital he has in his business, he will always state the amount 
of his proprietary interest. Unlike Micawber, he does not think that he 
has added to his capital whenever he issues a note payable. 
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It is a pity that accountants cannot find some way to the adoptiog of 
accounting terms that will not be, like Paul, “all things to all men.”*  * 


Losses IN LIQUIDATION 


One difficulty that confronts those who sit for the C.P.A. examina- 
tions is the uncertainty as to the viewpoint of the examiners. An answer 
that would be considered excellent by one authority may be condemned 
as entirely wrong by another. If the view taken by the examiner is 
wrong, there is a great injustice done to the examinee. The following 
answer recently published by an acknowledged authority is an example of 
such injustice, if the examiners adopt the published answer as the only 
correct one. 

Question 

A partnership is dissolved at January 1, both partners being in debt 
to the firm. Subsequently the assets are sold at less than thé book value 
and the liabilities are partly liquidated. The partners pay their indebted- 


ness as of January 1. How must the liquidating loss be adjusted as 
between the partners? Why? 


Answer as published 


When the partners agree on January 1 to dissolve, and at that time fix 
the value of their assets and their liabilities, they thereby fix the exact 
amount of their capital accounts. In addition, having paid what they owe 
to the firm, they show their intention to re-establish the true capital. 
Having done this, from that time on, losses in liquidation are losses of 
capital and must be divided pro rata according to capital investment. This 
is not a question of profit and loss on business operations. 


Comments 

There are several points in the answer that provoke discussion. The 
first sentence says that the partners, at the time they agreed to dissolve, 
fixed the value of their assets and thereby the exact amount of their 
capital accounts. It is perfectly clear that they did nothing of the kind. 
Such a positive fixing of the value of the assets was not possible, unless 
the assets were actually sold for cash or contracted for sale to a respons- 
ible party. What they did was to estimate the value of their assets and 
thereby to make an estimate of the condition of their respective capital 
accounts. As the result proved that their estimate was wrong, it must 
be entirely disregarded until it is adjusted to correspond with the facts. 

Then it is stated that when they paid what they owed to the firm 
they showed their intention to re-establish the true capital. This is true 
enough, but it is also true that the best intentions are not sufficient if they 
are founded on false premises or are not carried out. In this case they 
were based on the erroneous idea that they had fixed the real value of 
the assets, and they were not carried out because the assets did not bring 
the amount they were estimated to be worth. Therefore the determina- 
tion of the true capital must be deferred until the actual facts are known. 

The next sentence begs the question when it states that losses of 
capital must be divided pro rata according to capital investment. It is 
nowhere stated and it is not customary to state in partnership articles 
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that profits and losses from operations shall be divided in one ratio and 
so-called capital profits or losses in a different one. Since all profits are 
additions to and all losses deductions from the capital of the partnership, 
the expression capital loss is misleading. The phrase is supposed to mean 
loss other than from operations, and there is no warrant for applying to 
such losses a ratio other than the one provided for all losses. 

The answer ends with the statement that this is not a question of 
profit and loss on business operations. This statement can be defended 
only on the ground that less was realized on the assets in the sale than 
would have been received from them in the ordinary course of business. 
This may apply to the fixed assets, but not to the notes and accounts 
receivable. If the latter do not realize the amount they were estimated to 
produce, the loss is one due to the operations of the business, since it 
was inherent in the accounts of the customers from the day the goods 
were sold to them. The fact that the loss was not discovered until liqui- 
dation took place does not make it a loss of liquidation. 

The answer speaks of a division on the basis of capital investment. 
This is extremely indefinite, as it does not say when the capital invest- 
ment is to be taken as the basis—if at the time of liquidation, both capitals 
are zero and therefore equal; if before the partners paid in their over- 
drafts, there was no capital investment; if there were no agreed propor- 
tion between the two capitals in the articles of partnership, it would be 
difficult to settle on a basis. Surely it would not be correct to go back 
to the original investment, which may have been made many years ago 
and may have changed a score of times since. The expression “capital 
investment” is often used in this loose manner. 

Finally, there seems to be an impression in the minds of many per- 
sons—and it is reflected in this answer—that the partnership ceases when 
the agreement to dissolve it is adopted. The question says that the 
partnership is dissolved at January 1, which is true as far as the going 
concern is meant, but is not true as far as the relations of the partners 
to each other and to their creditors are concerned. The partnership is 
not finally dissolved until settlement is made with every creditor and the 
balance of the assets, if any, divided between the two partners. There- 
fore any agreement made as to a profit and loss sharing ratio will hold 
through the whole duration of the partnership and will be as binding in 
liquidation as it was in active operation. 

In my opinion the loss developed in liquidation should be divided on 
the agreed profit and loss sharing ratio. 

It would be interesting to know whether the answer as given would 
have been the same if the partners had not temporarily made good their 
capitals, but had waited until the final loss was ascertained and then had paid 
in enough to satisfy the creditors. There does not seem to be any reason 
why the part payment should affect the principle involved. 
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Joint VENTURE 


A subscriber submits the following problem: 


Brown & Co., exporters, entered into an agreement with Jones & Co. 
to supply ten cars of first-grade lumber, to be delivered at any time that 
Jones & Co. may call for them. 

To handle this deal involved $15,000. Brown & Co. had on hand only 
$7,000 and made an arrangement with their financier, Smith, for $8,000 
with the sole understanding that in addition to receiving back his $8,000 
they would also pay him one-fourth of the profits they (Brown & Co.) 
made on this deal: 

When closing time of books, at the end of the fiscal year, arrived, it 
was found that there were still three cars of lumber on hand, uncalled for 
by Jones & Co. The proceeds from the seven cars delivered enabled 
Brown & Co. to take care of their note for $8,000 and to pay Smith one- 
fourth of the profits on these seven cars. 

Now, the question is: What is the best way to treat this entry on the 
books? Should not “bills payable” account be charged with $8,000, and 
when $8,000 was paid, this account receive credit? And should not the 
one-fourth of the profits on the seven cars delivered, that was paid Smith, 
be charged to profit and loss account, as this account will only receive 
credit for three-fourths of the profits on this sale? 

Some value should be placed on the open three cars and carried in 
special inventory on books and, whenever these three cars are sold, one- 
fourth of the profits on them should be charged to profit and loss 
account, as in the case of the other seven cars, and payment made to 
Smith. 


Answer 


When Smith was taken into the deal on the basis of a division of 
profits, the transaction became a joint venture and could be carried as 
such on the books of Brown & Co. In fact, this is the best way to treat 
it so as to show its exact status. It is not stated what price was received 
for the seven cars sold. In order to give the whole transaction we will 
assume that all the cars were of the same quality and that each of the 
seven cars sold for $2,000. The entries would then be: 


Joint venture—Smith 15,000.00 
Cash 7,000.00 
Smith 8,000.00 


Purchase of 10 cars lumber on 
joint account with Smith. 


It would be better to keep the account in the name of Smith, even 
though a note was given him. If transferred to bills payable, that account 
would be credited, not charged, as the letter intimates. ; 
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When the seven cars were sold: 


Cash 14,000.00 
Joint venture—Smith 14,000.00 
For 7 cars lumber sold on joint 
account at $2,000.00 


Smith 8,000.00 
Cash 8,000.00 
Repayment of his advance 

Joint venture—Smith 3,500.00 
Profit and loss 2,625.00 
Smith 875.00 


To distribute profit so far made on the joint account when books are 
closed it is necessary to give only two ledger accounts here. 


Joint venture—S mith 


10 cars lumber bought 15,000.00 7 cars lumber sold 14,000.00 
Profit to Brown & Co. 2,625.00 Balance 3 cars at cost 4,500.00 
Profit to Smith 875.00 
18,500.00 18,500.00 
Balance 4,500.00 
Smith 
Cash 8,000.00 Cash 8,000.00 
Balance 875.00 % profit 7 cars 875.00 
8,875.00 8,875.00 
Balance 875.00 


When the remaining cars were sold Smith would receive credit for 
one-quarter of the profit on them and would then be paid the amount of 
his balance. Of course Brown & Co. could pay him his present balance 
if they wished to, or they could hold it if there were any danger of a loss 
on the other three cars. 

The profit credited to Smith is not charged to profit and loss at all. 
It was not a loss by Brown & Co., but was part of the division of the 


proceeds of the whole deal. 
ALLOWANCE FOR PREPAYMENT OF TAXES 


Editor, Students’ Department: 
Sm: I wish to inquire through your Students’ epee in reference 
to a custom which obtains in many municipalities of allowing a discount 


for the payment of taxes. 
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An example is at hand as follows: 

The municipality allows a discount of 2 per cent. on the face of the 
tax assessed for payment July 15th, as against the payment of the full 
amount December Ist, or a penalty of an interest charge of 10 per cent. 
thereafter. 

As the amount of discount must be added to the amount of tax 
assessed it is claimed that the taxpayer who is unable to borrow at a 
sufficiently low rate of interest to make it an object to him to discount 
the payment suffers by the advantage gained by the taxpayer who has 
this ability. 

It is claimed on the other hand that, as the city would be obliged to 
pay interest on a loan July 15th, one offsets the other. 

This involves a principle which perhaps does not materially alter the 
results, yet it does involve a principle, and one must be right and the 
other wrong. 

Will you please advise which is correct and also show an illustration 
as a demonstration of the correctness of the principle? 

Very truly yours, 
Joun B. Aspor. 

Concord, New Hampshire. 


Granting that the city is obliged to borrow money on July 15th to carry 
it until December Ist each year, the interest charge is a necessary expense 
and a proper addition to the tax assessment. 

That being the case, it makes no difference to any taxpayer whether 
the city borrows the money from banks or gets it from the taxpayers 
who take advantage of the discount offered, unless the banks are willing 
to lend the money at a better rate than 5 1-3 per cent., which is what the 
city allows the anticipating taxpayer. The latter is not receiving any 
favor from the city; he is merely lending it money at a very reasonable 
rate of interest. He does not even get a rebate on his taxes because he 
pays on July 15th the exact equivalent of his December Ist tax, if money 
is considered worth 5 1-3 per cent. 

If an illustration is desired, suppose the city borrows on July 15th 
$5,000.00 from a bank, on a note payable December Ist at 5 1-3 per cent. 
It will receive $4,900.00. If it, on the same day, also discounts the bills 
of fifty taxpayers who would each have to pay $100.00 on December Ist, 
rebating each of them $2.00, it would receive fifty times $98.00, or 
$4,900.00. No one gains or loses by one transaction more than by the 


other. 
AppiTIons To INVENTORY VALUE 


Editor, Students’ Department: 

Sm: A year ago when our firm red the inventory I raised the 
question: Was it proper to include in the cost plus freight a charge for 
unloading and storing? After a good deal of argument the firm looked 
at it in the same light I did, and the inventory was so figured. As several 
of our houses do strictly jobbery business, the question arises: Is the 
inclusion of such a charge properly applicable to purchased finished goods 
to be resold in that same condition as well as to raw material to be 


reworked? 
Yours truly, 
C. H. R. 
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There is no question that the expense of unloading can be included 
in the cost of the inventory, but it is not so clear as to storage. If the 
raw material has to be kept any length of time so as to cure, the storage 
would be a legitimate charge as representing the increased value, but if 
the material or finished goods are put into storage merely to wait until 
used or sold, and no increase in value results, it does not seem correct 
to add the storage charges to the cost of the goods. Storage would then 
be a general charge like rent. The point is that if raw material that 
has been in storage several months is no more valuable for use than the 
same class of material just bought, there is no reason to raise its value 
in the inventory. 


REPAIRS ON STOCK-IN-TRADE 


Editor, Students’ Department: 

Sir: Some of the goods we deal in have become shopworn. They are 
repaired at an expense, say, of $100.00. To what account should the 
$100.00 be charged? Would you —- it to purchases, to repairing mer- 
chandise or to some expense account 


If to either of the first two accounts it would naturally appear in the 
trading account. If it is a charge to some expense account it would 
naturally go into the profit and loss account at closing. Is any one of 
the above or some other method the best procedure? 


When an improvement is made to a building it is considered a better- 
ment and is added to the value of the building; but if the building aoe 
needs repairing it is a charge to expense. If goods are simply repai 
would it not be proper to charge to expense rather than to purchases, 
which would mean that they cost more? Most business concerns at one 
time or another have to repair goods to make them salable, and we would 
like to be sure of the accepted procedure. 

Yours truly, 


J. M. W. 


The cost of repairs should be charged to purchases as part of the cost 
of the goods. If sold, the loss would be absorbed in the trading profit. 
If on hand at the close of the period, the goods should be inventoried at 
the value of repaired, shopworn goods. Whether this would be the same 
as cost of first-class goods would depend on their condition. 

Your analogy of the building repairs does not apply unless the building 
is for sale. If a fixed asset, the repairs are an expense. If a floating 
asset, they are part of the cost of the building. That is, if you buy a 
building for $25,000 for the purpose of selling it, and find that you have 
to put $5,000 repairs on it to make it salable, the cost of the property to 
you is $30,000, and that would be the basis of your selling price. You 
cannot reason from fixed assets to floating assets. 

If you are going to sell the building, it is a floating asset, the same as 
your merchandise. 

The objection that the charging of repairs to purchases means that the 
goods cost more is not valid because it is a fact that those goods have 
cost more than if they had not required the repairs. 
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INTEREST AND TAXES AS Cost or REAL Estate 


Editor, Students’ Department: 

Sir: I would like to have your opinion, supported by quotations or 
references from other authorities, where possible, relative to the following : 

1. The business of the firm under consideration is composed partly 
of buying and selling real estate. Part of the real estate is improved; 
part is unimproved. 

2. This firm borrows money. Some of the loans are secured by real 
estate; others are unsecured. Some of the money borrowed is used to 
carry the real estate; some is used for general purposes. This firm has 
been in the habit of charging all interest paid to the value of real estate 
each year and including it in the value of the real estate as set forth 
on the balance sheet each year. One year the firm charged to the real 
estate 7 per cent. of the book value of said real estate as an interest charge 
and in this particular year charged the interest actually paid to expense. 


3. Taxes paid are handled in a similar manner, being charged each 
year to the property and included in the asset value of the real estate as 
set forth on the balance sheet. 

4. From a scientific accounting standpoint is it correct to charge 
interest or taxes to the asset value of real estate? If so, under what con- 
ditions and limitations? 

Your advice and references will be greatly appreciated. 

Yours truly, 
L. S. Everts. 


San Diego, California. 


One authority is as good as a dozen in this case. Mr. Montgomery 
says: “Only such part of the expense as really adds to the value of the 
property, such as the grading and paving of streets, the cost of the water 
and sewer installations, etc., is a proper addition to the capital account.” 
Land does not increase in value because the taxes have been paid on it, 
still less because the owner did not have money enough to carry it without 
borrowing. 

The absurdity of adding interest to the value of property.can be best 
shown by an illustration. A and B each buy tracts of land in the same 
locality and of exactly the same value. A pays cash for his tract, but 
B borrows $50,000 at 6 per cent. to help pay for his and charges his invest- 
ment $3,000 per year for the interest. No change in the relative value of 
the two tracts occurs in ten years, and yet B’s property is shown in his 
account to be worth $30,000 more than A’s. 

It is still more absurd to charge the property with interest on the full 
value, whether paid or not. If this were permissible, a person owning 
vacant land valued at $50,000 could persuade himself that he was in receipt 
of an annual income of $3,000, even if the market value of the land 
remained steady at the original price. The only parallel to this way of 
making money is the historic case of the two sailors shipwrecked on a 
desert island, who became rich swapping their pocket-knives with each 
other. 
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Writing up the book values of assets to cover items that do not add 
to their real value is a common practice, but an accountant should always 
frown upon such a method of taking profits or of capitalizing expense. 
The person who resorts to it may temporarily deceive himself, but he is 
liable to be rudely awakened when he finds that unrealized profits are 
more than likely to disappear when put to a practical test. 


IMPROVEMENTS On LEASED LAND 


Editor, Students’ Department: 

Sir: “A,” an operating company leasing all its land, undertook to 
erect 39 houses for ts. workmen. Under agreement “B” furnished capital 
for them up to $70,000 on plans of “A,” the estimated cost of which was 

,000—any excess to be paid for by “A.” Houses belong absolutely to 
“B” and “B” leases them to “A” for term of years at stipulated rental 
with option to “A,” under certain conditions, for renewal of lease for 
an additional term of years at a greatly reduced rental. 

Houses actually cost $80,000, or $10, in excess of original estimate. 

On books of “A,” how should this $10,000 be set up? It represents 
$10,000 of improvements on leased land with no reversion privilege to 
“A” at end of lease for any part or value thereof—the only privilege 
being that of lease renewal under certain conditions. Could it be con- 
strued as a “cost of leasehold” and classified under property and plant 
to be amortized over term of lease, or would you recommend setting it 
up as a deferred debit item, handled in like manner, representing a sort 
of advanced rental cost? 

These houses are modern dwellings in all respects, erected at an 
isolated point for the accommodation and welfare of the company’s most 
valuable workmen. There will be no profit whatever from rents received 
for the initial term of lease; possibly there may be a small profit from 
the operation during the renewal term. Would it be justifiable in your 
opinion to set up present losses as a deferred item? 

Very truly 

Bethlehem, Pennsylvania. MER L. Mack. 

It does not make any difference what name is given to the account to 
which the $10,000 paid by “A” is charged. It is eventually a loss, whether 
it is designated improvements on leased land, cost of leasehold or rent 
paid in advance. In any event it is a loss not of $10,000 only but of the 
interest on it as well. Assuming that the lease runs 10 years and that 
money is valued at 5 per cent. per annum, the amount to be charged to 
rent of land each year is $1,295.05, as shown by compound interest table 
“annual payment which will, in the number of years indicated, pay a debt 
now due of $1 and its interest.” The process is as follows: 


Charge rentals 1,295.05 

Credit improvements on leased land 1,295.05 
Charge improvements on leased land 500.00 

Credit interest 500.00 


The balance of improvements on leased land account is now $9,204.95 
on which 5 per cent. interest is $460.25; therefore, the second year, 


Charge rentals 1,295.05 

Credit improvements on leased land 1,295.05 
Charge improvements on leased land, 460.25 

Credit interest 460.25 
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At the end of 10 years the improvements on leased land account will 
be wiped out. 

Since the interest on the diminishing account will be a credit to profit 
and loss, offsetting the rental charge, the net result to the business for 
the whole 10 years will not be affected, but the statistics of each year will 
be different and the true cost of the rental land will appear, which would 
not be the case if $1,000 were charged to rentals each year. 


Clinton H. Scovell & Company, Boston, announce that the firm name 
has been changed to Scovell, Wellington and Company and that the 
business and goodwill of Cutter, Fletcher and Company, Inc., have been 
transferred to the firm. 


James O. Sully, C.P.A., and Walter Hood, C.P.A., announce the forma- 
tion of a partnership under the firm name of Sully & Hood, certified public 
accountants, with offices in the Crocker building, San Francisco, Cali- 


fornia. 


Lovejoy, Mather and Hough announce the opening of an office at 
Havana and the admission of Carlos F. Noyes, C.P.A., as a member of 
the firm. Mr. Noyes will be resident partner in charge of the Cuban office. 


Lingley and Baird, 120 Broadway, New York, announce that Frank 
Eastwood Dixon, F.C.A., has become a partner and that the firm name 
has been changed to Lingley, Baird and Dixon. 


Arthur Wolff and Company, New York, announce the establishment 
of a branch office in Fay building, Los Angeles, California, under the 
supervision of Arthur Wolff, C.P.A., and William P. Musaus, C.P.A. 


Crockett, Couchman & Co., C.P.A., announce the opening of a branch 
office at 737 Massachusetts Street, Lawrence, Kansas. 


Archibald Wagner, C.P.A., announces the opening of an office at 747 
Security building, Minneapolis, Minnesota. 


Book Reviews 


INCOME TAX PROCEDURE 1917; by Ropert H. Montcomery. Ronald 
Press Co., New York, $2.50. : 


The most equitable form of direct taxation for general purposes would 
be a graduated expenditure tax, with proper exemptions. How in- 
quisitorial the administration of such a tax would be may be left to the 
imagination. This statement would undoubtedly be challenged by the 
single-taxers, and might with some degree of reason by contested by the 
stronger advocates of the income tax. In fact, the assertion may safely 
be made that the principle of the income tax has been accepted as funda- 
mentally sound and as most nearly approximating in a practical manner 
the requirements of the ideal tax—equitable distribution, certainty of ac- 
curate assessment and inexpensive collection. 

A principle and its application, however, may tend to become divergent. 
Hence the variations exhibited by the income tax laws of different 
countries and states, even after an extended experience in certain coun- 
tries; hence the modification in numerous details in the law passed on 
September 8, 1916, of the provisions of the earlier federal income tax law 
of October 3, 1913; hence, too, the necessity for and value of such a work 
as Mr. Montgomery’s Income Tax Procedure 1917. 

In a characteristic preface the author says: “This is not a treatise on 
the income tax. It is not a history. It is not a digest.” It might per- 
haps be described as a guide to income tax practice in the light of the 
most recent developments of the art. For until the law—the various laws, 
in fact—be authoritatively interpreted, the treasury department rulings be 
reduced to terms which will, without question, be sustained by the courts 
and the methods of observance and administration of the law be more 
completely standardized, nothing sufficiently dogmatic to be described as « 
text-book is possible. 

Under these conditions Mr. Montgomery’s book has a particular value. 
It is Promethean as well as Epimethean. The precedents to date are not 
sufficiently well established ; the rulings in some cases fail by too much to 
carry the conviction of being just and reasonable, to be accepted without 
reserve or discussion. The author has not hesitated to discuss them, 
frankly and incisively, and his comments regarding the administration of 
the law of 1913 should be carefully studied by every corporation officer 
responsible for the making of returns and by every accountant on behalf 
of his clients. Attention is being centered at the present time on the in- 
terpretation of the law of 1916 and the new features to be observed in 
the preparation of returns before March 1, 1917, and in connection with 
these Mr. Montgomery’s book possesses the advantage of being complete 
up to a very recent date. Sight must not be lost of the fact, however, 
that overpayments may have been made under the old law in respect of 
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which, in the light of more recent developments, it would appear to be the 
privilege of the individual, and the duty of the corporation officer, to file 
a claim for rebate. 

Certain features of the book are of special interest from the point of 
view of the accountant and appear to call for something more than pass- 
ing comment. . 

In the second chapter, dealing with the differentiation between capital 
and income, the position as to accumulated surplus at March 1, 1913, and 
as to increments in value to that date, even though not reflected on the 
books of account, is clearly brought out by the decisions and regulations 
quoted. A similar distinction as between capital and income is drawn 
in the discussion of income from dividends, particularly with reference 
to stock dividends. Little can be said, however, with regard to the inequity 
of taxing stock dividends which would not apply in very large measure to 
extraordinary cash dividends. Assuming a stock dividend to be paid out 
of earnings since March 1, 1913, it may be argued that the extra tax has 
simply been accruing against the holder in respect of the undistributed 
profits, and that where stock is purchased with a large accumulated sur- 
plus of such a nature it is purchased subject to such accrued tax, which 
must be taken into account in the price paid. The government cannot be 
expected to permit an accounting as to capital and income on each trans- 
action of this nature, even though the super-tax affects one purchaser in 
different ratio from another. The remedy will probably lie either in dis- 
tribution of such dividends at shorter intervals and in more moderate 
amounts, or in the splitting of shares into smaller denominations in lieu 
of the declaration of stock dividends, in the manner in which such com- 
panies as the Willys Overland and General Motors recently treated their 
capital stocks. 

The author’s comments with regard to the general impropriety of 
taxing gifts to corporations are undoubtedly sound. Such gifts are very 
frequently of the nature of an initial contributed surplus, paid in cash 
instead of through the rather threadworn device of returning “treasury 
stock.” Nevertheless, the treasury department appears to claim tax on 
such items. Mr. Montgomery does not state whether, in his experience, 
gifts of “treasury stock” have been taxed. 

An important chapter of the book deals with income from dividends, 
already briefly referred to above. In this connection reference may be 
made to the practice, followed by companies in Great Britian, of stating 
the period in respect of which dividends are declared. Interim dividends 
are so described, and a final dividend, properly designated as to the period 
to which it applies, is declared at the close of the fiscal year after the 
profits have been determined. The income tax deducted is accurately ap- 
portioned in accordance with the varying rates in force during the period 
covered. At the present time, under the federal income tax law, dividends 
are being paid by companies out of surplus, in respect of which one per 
cent. tax has been paid; out of current profits, in respect of which two 
per cent. tax will be paid; and the ways and means committee of the 
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house is now understood to be considering an increase of the rate to three 
per cent. It appears to be necessary from the point of view both of the 
government and of the taxpayer, therefore, that the period in which the 
profits represented by a dividend were earned (and taxed) should be 
stated. 

In the absence of such a statement there appears to be no reason for not 
assuming that the surplus at March 1, 1913, should be exhausted before 
dividends are treated as applicable to subsequent earnings. Such an as- 
sumption, however, is rather incompatible with the theory that the surplus 
at March 1, 1913, is to be regarded as capitalized; and it would certainly 
demand some amazing accounting entries in the books of a stockholder 
who desired to be consistent and at the same time to take credit for any 
income. This attitude, moreover, could hardly be adopted with regard to 
preferred dividends. It is nevertheless a permissible theory, and Mr. 
Montgomery refers to it for what it is worth. 


More space is devoted to the subject of depreciation, obsolescence and 
depletion than to any other single subject in the book, and the chapter 
dealing with this feature of the returns is instructive, from the point 
of general accounting as well as of income tax procedure. The author’s 
views as to the incidence of the charge for obsolescence are of value and 
interest, more particularly as applied to public utilities. In the case of 
manufacturing companies a greater justification exists for treating ob- 
solescence of equipment as a strictly manufacturing charge in so far as it 
may be attributable to changes in the product as distinguished from de- 
velopment of the machinery used in production. 


Is it to be assumed that depreciation on idle plant would be disallowed 
by the treasury department? Under strict reading of the law it would not 
appear to be a proper deductior as depreciation, but it would undoubtedly 
be a proper charge under the heading of losses. 


Mr. Montgomery points out, in the treatment of deductions for taxes, 
that inheritance taxes are not deductible, according to the treasury depart- 
ment ruling. This ruling is rightly criticised. In any event where, as in 
New York state, the inheritance tax on a trust is apportioned as between 
the life renter and the residuary legatee, no objection can surely be raised 
to the deduction of the tax charged against the income of the life renter. 


An important and very lucid chapter is devoted to the subject of col- 
lection at the source and the chapter dealing with overpayments, rebates, 
etc., is calculated to give new courage, we might almost say temerity, to 
the taxpayer who has hitherto accepted all too meekly the pronouncements 
of inspectors or collector. The population has been facetiously described by 
someone as divided into the multitude and the mulctitude, and for the latter 
class Mr. Montgomery has a word of cheer. 


The corporation excise tax and the munition maunfacturers’ tax are 
comprehensively covered. The book also contains a number of useful 
hints with regard to the keeping of accounts in such a manner as best 
to comply with the law. The author refers, too, to a fact which contains 


159 


The Journal of Accountancy 


great promise for the future, in that a tendency is observed on the part 
of individual taxpayers to keep more accurate personal accounts. 

It is permitted to look forward with interest to the time when future 
editions of this important work will be produced, in which the contro- 
versial points will be reduced to a minimum, the necessity for reference to 
superseded laws reduced and the various headings of the current law 
codified and dealt with by paragraphs and sections in the manner of the law 
text-books. To the extent, however, to which this has not been possible 
in the present edition, the same purpose is served, in effect, by a very 
complete index. 

Mr. Montgomery has touched upon the historical aspects of the matter, 
the various state income tax laws, and the directions in which, in his 
opinion, the law and its operation can be rendered more equitable. The 
work is in these respect of value to the student, apart altogether from its 
main purpose of an exposition of the principles underlying the preparation 
ef returns under the recent and existing federal laws. BH. C.F. 


AWAKENING OF BUSINESS; by Epwarp N. Huriey. Doubleday, 
Page and Company, New York. 


The creation of a federal trade commission was admittedly more or 
less experimental, and there still remains in the minds of many a con- 
siderable doubt as to the ultimate benefits to be derived. Ideally there is 
room for an organization to oversee and where necessary to assist the 
conduct of business in the United States. Practically there is nothing to 
guarantee that the operations of a governmental commission will be 
wholly beneficial. 

In selecting the personnel of the first federal trade commission Presi- 
dent Wilson adhered rather closely to the policy of his administration 
and leaned heavily on the theoretical side. There was, however, at least 
one practical man of business chosen and in the second year of the com- 
mission’s existence by a principle of rotation in office this man became 
chairman. Whatever the commission has done since its inception has been 
to a remarkable degree the work of its second chairman, Edward N. 
Hurley. 

Many of us feel that in his plans he has not always followed the wisest 
course, but taken all in all it can safely be said that Mr. Hurley has 
displayed a readiness to understand the principles of business and for an 
officer of the government a really astonishing willingness to listen to the 
advice of business men. 

From the time of Mr. Hurley’s appointment to the trade commission 
he has devoted his attention primarily to consideration of remedies 
for existing business ills; and in the book now produced, which is being 
published on behalf of the Associated Advertising Clubs of the World, 
he presents a careful analysis of the principal weaknesses of American 
business, draws inferences from contemporary business abroad, and, with 
his eye upon the probabilities of conditions after the war, points to what 
he believes should be the policies of American commerce and industry. 
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